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Number 1 


Income Tax Liability of Unincorporated 
Mutual Savings Banks 


By JOHN C. WHITE* 


HE question of whether or not Congress intended 
ck: limit the exemption of mutual savings banks 

not having a capital stock represented by shares? 
to banks incorporated under state laws and regulated 
by state authorities, has been raised again as to associa- 
tions organized to perform mutual savings bank func- 
tions in states whose statutes provide 
neither for the incorporation nor for 


If Congress were so minded, and if the language em- 
ployed the definite, and unambiguous, it would be neces- 
sary to look further than the statute itself, but the 
language of the statute contains neither a clear definition 
nor a statement of purpose. Neither is any aid in inter- 
preting this clause to be found in the committee reports 

or debates on the income tax laws. 





the regulation of mutual savings 
banks. 

The Solicitor of Internal Revenue 
has held in two memoranda that 
“Congress had in mind only those in- 
stitutions organized in accordance 
with state statutes and operated sub- 
ject to state supervision and inspec- 
tion*.” 

Both of these memoranda, how- 
ever, dealt with mutual savings asso- 
ciations in states where statutes au- 
thorized the incorporation of mutual 
savings banks and subject them to 
supervision and inspection. It is con- 
tended that this rule is not properly 
applicable to savings organizations 
which operate in states without such 
statutes but whose laws tacitly au- 
thorize the formation and operation 
of voluntary mutual savings associa- 


tions. Joun C. WHITE 


Before a decision can be reached it 
Is necessary to ascertain the intention of Congress as 
to the application of this exemption. Did Congress 
intend to limit it to incorporated, regulated institutions ? 
"Member of the District of Columbia Bar and with the firm of 
Fulbright, Crooker & Freeman, Washington, D. C. 

‘See Section 231 (2) of the Revenue Act of 1918 and corre- 
sponding sections of other Acts. 


*Solicitor’s Memoranda No. 2268, III-2 C. B. 208 and No. 1697, 
III-1 C. B. 248. 


Sree smi enerrcene © 





A careful search of the committee 
reports and of the Congressional 
Record reveals no intention on the 
part of Congress to limit the applica- 
tion of this exemption to banks organ- 
ized under incorporation acts and sub- 
ject to regulation by state authorities. 


It is necessary therefore to ascer- 
tain the intent and purpose of Con- 
gress in providing tax exemption and 
to apply the exemption so as to 
achieve that purpose and not to de- 
feat it.* The evident intent of Con- 
gress was to promote thrift by en- 
couraging individuals to cooperate in 
the safe investment of small savings. 
Congress recognized that by permit- 
ting the pooling of investments and 
losses and thus lessening risks, sav- 
ings of small sums would be encour- 
aged. The existence of mutual savings 





banks makes investment the sim- 
ple act of depositing the savings in 
the bank, and makes possible a wide 
distribution of risks and the’ investment of sums 
too small to invest in other ways.* It is evident 
that to come within the exemption an organization 





2Tucker v. Alexander, 275 U. S. » 48 S. Ct. 45, 72 L. ed. 
- ; Rodenbaugh v. United States, 25 Fed. (2) 13; Opn. Atty. 
Gen. Vol. 14, p. 373. 

4See Moulton, H. G.; Financial Organization of Business; 
Functions of Savings Institutions. 
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must be calculated to promote thrift and provident 
investment and not speculation. 

The exemption of “mytual savings banks not having 
a capital stock represented by shares” appeared in this 
exact language in the Act of 1913 for the first time and 
has been enacted unchanged into each of the succeeding 
Acts. This phrasing probably was taken over from 
an opinion of the Attorney General®, dated February 
14, 1910, in which he found that “mutual savings banks 
not having a capital stock represented by shares and 
operated for the benefit of depositors” were exempt 
from the excise tax imposed by Section 38 of the Act 
of August 5, 1909, upon “every corporation, joint 
stock company or association organized for profit and 
having a capital stock represented by shares.” 

The idea of providing tax exemption for savings 
banks not having a capital stock represented by shares 
and operating for the benefit of shareholders has a 
much earlier origin. An Act of June 30, 1864,° im- 
posed a duty upon deposits with any person, bank, 
association or corporation engaged in the business of 
banking, excepting “any savings bank having no capital 
stock and whose business is confined to receiving 
deposits and loaning the same on interest for the benefit 
of the depositors only, and which do no other business 
of banking. Similarly, the Act of July 13, 1866,’ 
provided for the exemption from taxation of “deposits 
in associations or companies known as provident insti- 
tutions, savings banks, savings funds, or savings insti- 
tutions having no capital stock and doing no other 
business than receivirig deposits to be loaned or in- 
vested for the sole benefit of the parties making such 
deposits without profit or compensation to the associa- 
tion or company.” Later internal revenue statutes 
preserved this phraseology.* Interpretations by the 
courts of these earlier acts should throw some light 
upon whether Congress intended that the word “bank” 
used in the phrase “mutual savings banks not having 
a capital stock represented by shares,” should apply 
only to corporations organized under statutes of incor- 
poration and subject to regulation. 

In Bank for Savings v. Field, 70 U. S. 495, 18 L. ed. 
207, the first statute quoted above was involved. While 
the Bank for Savings was a chartered company, incor- 
porated under a special act of the New York Legisla- 
ture, and was subject to regulation, yet the language 
used by the court showed that no such limitation was 
placed upon the use of the term “bank” by Congress. 
As the excepting proviso had been repealed by 13 
Stat. at L. 479, the Bank was held subject to tax, but 
the court held that the proviso amounted to “a legisla- 
tive enactment, that the receiving of deposits and 
loaning the same on interest, for the benefit of deposi- 
tors, is a business of banking.” The following language 
from the opinion is also noteworthy : 

Intention of Congress undoubtedly was, to impose a duty 
of one-twenty-fourth of one per centum each month, 
upon the average amount’ of deposits of money, subject to 
payment by check or draft or represented by certificates of 
deposit or otherwise, whether payable on demand, or at 


some future day, if made with any person, bank, association, 
co.tpany or corporation engaged in the business of banking, 


*31 Opinions of the Attorney General. 

*Chap. 173, Sec. 110, 13 Stat. 277. 

TChap. 184, Sec. 9, 14 Stat. 137. 

*The provisions of the statutes cited are quoted in 15 Opin- 
ions of the Attorney General, page 452. 
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except deposits with associations which were taxed under 
and by virtue of the Act “To provide a National Currency,” 
and with savings banks having no capital stock, and whose 
business was confined to receiving deposits and loaning the 
same on interest, for the benefit of the depositors only, and 
which were doing no other business of banking. 3 Stat. at 
L., see 110, p. 277. 





Precise language of the proviso is, that the section shall 
not apply “to any savings bank having no capital stock, 
and whose business is confined to receiving deposits, and 
loaning the same on interest, for the benefit of the deposi- 
tors only, and which do no other business of banking.” 
More exact description of the Corporation complainants 
than is expressed in the language of that proviso, could not 
be conceived; and it amounts to a legislative enactment, that 
the receiving of deposits and loaning the same on interest, for 
the benefit of the depositors, is a business of banking. 





Obligation of repayment exists throughout, and it cannot 
make any difference as to the liability of the complainants 
in this case that the entries are made in a pass-book and 
that the depositors can only obtain their deposits at certain 
stated periods. Deposits are made to be invested for the 
benefit of the depositors, and the Bank is under obligations 
to repay the amount when demanded. agreeably to the by- 
laws and charter. { ; 

Oulton v. German Savings Society, 84 U. S. 109, 
21 L. ed. 618, which arose under the Act of July 12, 
1886, is of still greater pertinence to the questions here 
involved. The German Savings Society brought suit 
to recover taxes paid upon its deposits. As the society 
had capital stock in the sum of $100,000 and paid divi- 
dends thereon, it clearly was not within the proviso 
excepting savings banks having no capital stock and 
operating for the exclusive benefit of depositors. The 
argument was therefore made that it was not a bank. 
The method of operation is set out in the opinion in 
which the court held that it did constitute a bank 
whether incorporated or not, since it performed bank- 
ing functions: 


When a deposit is made, a pass-book is given to the de- 
positor, and an entry of the deposit is made in it and in 
the books of the Bank, and the money is drawn out by the 
depositor on presenting the pass-book, or by a person hold- 
ing his order. Money sufficient to meet all ordinary de- 
mands is always intended to be kept on hand, and the Bank 
always pays money upon calls, and it appears that there has 
never been a time since the Bank was organized that it 
was not able to meet all ordinary demands. Generally the 
Bank asks the depositor to give a day or more notice on 
large amounts, but the managers have never found it neces- 
sary to make any rule upon the subject. Loans are usually 
made on security of real estate, but in some case upon 
bullion or personal property; nor are any loans made upon 
bitls of exchange, promissory notes or other evidences of 
private indebtedness. Prompt payments have always been 
made, but the agreement contains the stipulation that money 
deposited with the Bank shall be reimbursed only out of 
the first disposable funds that shall come into the hands of 
‘te Bank after demand; and the defendants refer to that 
provision as distinguishing the case from the prior decision 
of this court, but the court is of the opinion that the proposi- 
tion cannot be sustained, as the regulation is evidently one 
adopted merely for an emergency, and that it was never 
intended to control the general dealings of the Bank with 
its depositors. 

Associations engaged in moneyed transactions, WHETHER 
INCORPORATED OR NOT, having a place of business where 
credits are opened by the deposit or collection of money 
or currency, subject to be paid or remitted upon draft, 
check, or order; or where money is advanced or loaned 
on stocks, bonds, bullion, bills of exchange or promissory 
notes; or where stocks, bonds, bullion, bills of exchange, 
or promissory notes are received for discount or for sale, 
are regarded as banks, subject to taxation, under the in- 
ternal revenue laws which were in operation when the 
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taxes in controversy in the present suit were assessed and 
collected; but the same section which created the liability 
and authorized the assessment of the taxes, also provided 
that savings banks, having no capital stock and doing no 
other business than receiving deposits to be loaned or in- 
vested for the sole benefit of the parties making such de- 
posits, without profit or compensation to the association or 
company, shall be exempt from tax on so much of their 
deposits as they have invested in securities of the United 
States, and on all deposits less than $500 made in the name 
of any one person. 14 Stat. at L. 115; 14 Stat. at L. 137. 

Unrestrained by the proviso, it is quite clear that the bank 
would fall within the body of the section and be subject to 
the tax which the ‘section levies, as the managers of the in- 
stitution have a place of business where credits are opened 
by deposit, or collection of money or currency, subject to 
be paid or remitted by check or draft, or represented by 
certificates of deposit. Attempt is made to controvert the 
proposition that the money deposited is represented by cer- 
tificates of deposit, or that it is subject to check or draft, 
but it is quite clear that the pass-book furnished to the de- 
positor performs the same office as the certificate, check or 
draft, as between the person making the deposit and the 
Bank, showing to the entire satisfaction of the court that 
the evidence brings the Bank within the material words of 
the section, and that the framers of the Act intend to recog- 
nize the well known fact that there are banks of deposit 
without authority to make discounts, or to issue a circulat- 
ing medium. 

Banks, in the commercial sense, are. of three kinds, to- 
wit: 1. of deposit; 2. of discount; 3. of circulation. Strictly 
speaking, the term “bank” implies a place for deposit of 
money, as that is the most obvious purpose of such an insti- 
tution. Originally the business of banking consisted only 
in receiving deposits, such as bullion, plate and the like, 
for safe keeping until the depositor should see fit to draw 
it out for use, but the business, in the progress of events, 
was extended, and bankers assumed to discount bills and 
notes and to loan money upon mortgage, pawn or other 
security, and at a still later period to issue notes of their 
own intended as a circulating currency and a medium of 
exchange instead of gold and silver. Modern bankers fre- 
quently exercise.any two or even all three of those func- 
tions, but it is still true that an institution prohibited from 
exercising any more than one of those functions is a bank 
in the strictest commercial sense, and unless such a bank is 
brought within the proviso under consideration, is equally 
subject to taxation as if authorizéd to make discounts and 
issue circulations as well as to receive deposits. Savings 
Bank v. Collector, 3 Wall., 510 (70 U. S. XVIII, 210); Ang. 
& Am. Corp. (9thed.) sec. 55; Ins. Co. v. Ely, 2 Cow., 678; 
McCul. Dic., 73-146; Duncan v. Savings Inst., 10 Gill & J. 309; 
People v. Ins. Co., 15 Johns., 390; Grant, Bank., 1-6, 381-614. 

“a s+ Se 


Such banks are not exempt from such taxation if they 
have a capital stock, nor if they do any other business than 
receiving deposits to be loaned or invested for the sole 
benefit of the person making such deposits. Both of those 
conditions are expressed in plain and unambiguous terms, 
and the law-makers, as if to place the second beyond cavil, 
provided not only that the deposits should be loaned or 
invested for the sole benefit of the depositors, but added, 
“and without profit or compensation to the association,” 
showing beyond controversy, that Congress did not intend 
to exempt any savings banks from such taxation, except 
such as were devoted to charitable purposes and were man- 
aged solely for the benefit of the indigent, or of persons of 
small means. 


These decisions make it evident that the proper 
interpretation of the word “bank” as used by Congress 
is a functional.one based upon the services it performs 
and is in no wise dependent upon incorporation and 
regulation. 

This is borne out by the only definition® of bank 


contained in the Federal statutes which reads as fol- 
lows: 





*Revised Statutes, Section 3407, as derived from Act of June 
30, 1864, c. 1738, Section. 79. 13 Stat. 251; Act. of July 13, 1866, 
c. 184, Section 9, 14 Stat. 115. 


THE NATIONAL INCOME TAX MAGAZINE 9 


Sec. 561. Bank and banker defined. Every incorporated or 
other bank, and every person, firm, or company having a 
place of business where credits are opened by the deposit 
or collection of money or currency, subject to be paid or 
remitted upon draft, check, or order, or where money is 
advanced or loaned on stocks, bonds, bullion,. bills of ex- 
change, or promissory notes, or where stocks, bonds, bul- 
lion, bills of exchange, or promissory notes are received for 
discount or for sale, shall be regarded as a bank or as a 
banker. (R. S. Sec. 3407.) 

It seems more than likely that the provision of the 
present law exempting mutual savings banks not hav- 
ing a capital stock represented by shares is intended to 
perpetuate the public policy involved in the exemption 
of savings banks from taxation in the excise tax stat- 
utes and that incorporation or lack of incorporation 
was no more intended to be a ground for discrimina- 
tion now than then. It is the intention of Congress, 
in other words, to encourage the development of sav- 
ing and thrift by exempting from taxation institutions 
having no capital stock the profits of which inure 
wholly to the benefit of depositors. 

Regulations 69 and 65 seem to have recognized this 
interpretation for they both in their interpretation of 
this exemption read as follows: 


Article 513. Mutual savings banks. In order that a cor- 
poration’? may be entitled to exemption as a mutual savings 
bank, it must appear that it is an organization—l. Which 
has no capital stock represented by shares, and 2. Whose 
earnings, less only the expenses of operation, are dis- 
tributable wholly among the depositors. If it appears that 
the organization has shareholders who participate in the 
profits, the organization will not be exempt from income 
taxation under this statute. 


The Treasury Department at first recognized the gen- 
eral public policy underlying the exemption proviso 
and applied the exemption to unincorporated and un- 
regulated associations. 

In Office Decision 528, 2 C. B. 207, it was held that 
a savings fund association having no capital stock rep- 
resented by shares, deriving its entire net income from 
investments of deposits, dividing the net income pro 
rata among the depositors who choose the trustees 
who select the officers, was exempt from taxation under 
this provision. 

In Office Decision 703, 3 C. B. 235, the exemption 
was applied to an association of the employees of the 
N. Company formed to enable its members to save and 
borrow money. Members were limited to employees 
who elected the board of trustees. Each member could 
subscribe to from 1 to 25 shares of stock represented 
by certificates of deposit. At the end of the year the 
money paid in with its proportion of the earnings was 
returnable to the members or could be left on deposit. 
The members could borrow from the association under 
certain rules. The stock was regarded merely as a 
convenience designed to assist the members in accumu- 
lating savings and the dividends as entered on deposits. 

Thereafter the Solicitor General of Internal Revenue 
in Solicitor’s Memorandums Nos. 169714 and 22687? 
announced that “in exempting savings banks Congress 
had in mind only those institutions organized in ac- 
cordance with state statutes and operated subject to 
state supervision and inspection.” 





10The term ‘corporation’ includes associations, joint stock 
companies and insurance companies.” Sec. 1, paragraph (2) of 
the Act of 1918, and corresponding provisions of other acts. 

11]]TI-1 C. B. 248. 

121]I-2 C. B. 208. 
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The organization involved in the first memorandum 
was a fund established by a club composed of the em- 
ployees of a corporation, the members obligating them- 
selves to make fixed deposits at certain intervals. The 
deposits were under the control of three trustees ap- 
pointed by the officers of the club. The income was 
distributed quarterly. The rule is here laid down 
that : 


The savings banks contemplated by this section are those 
savings banks or similar organizations which are organized 
under state statutes and operated subject to restrictions im- 
posed by law with respect to the investment of the funds of 
its depositors. It is not essential to exemption under this 
section that a particular organization be incorporated as a 
savings bank—that is, its status is to be determined not by 
its name but by its form of organization and its method of 
doing business. 


S. M. 2268 involved an unincorporated association 
of the employees of a corporation. Members agreed 
to pay a certain amount each week and failure to make 
payment for six successive weeks forfeited member- 
ship. Net earnings were apportioned quarterly to 
members in proportion to their balances; but not until 
after a membership of one year. The Solicitor Gen- 
eral held that the organization was not exempt basing 
his opinion upon the following reasoning: 

The language of the exemption is not ambiguous. It ex- 
empts “mutual savings banks” having certain definite at- 
tributes. The general conception of a savings bank is that 
it is am institution chartered by the state or Federal Gov- 
ernment and operated under the supervision of a govern- 
mental agency. The legal conception of a savings bank, 
as indicated from the following definitions, is similar to the 
general conception of such an institution: 

Savings banks are institutions under public management, 
in pursuance of a great and beneficial public policy, organ- 
ized for the purpose of investing the savings of small deposi- 
tors. (National Bank v. Boston, 125 U. S. 60.) 

In Commonwealth v. Reading Savings Bank (133 Mass. 16) 

it is stated: 
_ A savings bank as existing in this Commonwealth is an 
institution for the purpose of receiving deposits for the 
benefit of depositors, investing the same, accumulating the 
profits or interest thereof, paying such profit or interest to 
the depositor, or retaining the same for his greater se- 
curity. * * * but its affairs are administered by a board of 
trustees, the securities in which the deposits shall be in- 
vested are prescribed by law, and the conduct of its affairs 
under the public supervision of the commissioners of savings 
banks. 

From the legislative history of Section 231 (2) of the 
Revenue Act of 1921 and from the general and legal con- 
ception of a savings bank, it is the opinion of this office 
that in exempting mutual savings banks Congress had in 
mind only those institutions organized in accordance with 


state statutes and operated subject to state supervision and 
inspection. 


This opinion is important enough to deserve anal- 
ysis. It is stated that the legal conception of a savings 
bank is that it is an institution chartered by a state 
or Federal Government and operated under supervi- 
sion of a governmental agency. This legal conception 
is derived entirely from the definitions of savings 
banks as organized under the laws of Massachusetts 
set forth in National Bank v. Boston, 125 U. S. 60, 
and Commonwealth v. Reading Savings Bank, 133 
Mass. 16. 

In National Bank of Redemption v. Boston, 125 U. 
S. 60, 31 L. ed. 689, the Bank sought to avoid a tax 
imposed on it by the city on the ground that it dis- 
criminated in favor of savings banks in violation of 
Section 5219 of the Revised Statute which controlled 
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the right of States to tax national bank shares. The 
court held, following Mercantile National Bank y. 
Mayor of New York, 121 U. S. 138, 30 L. ed. 895, 
and Davenport National Bank v. Davenport Equaliza- 
tion Board, 123 U. S. 83, 39 L. ed. 94, that the exemp- 
tion of savings banks did not violate the rule prohibit- 
ing taxation of shares of national banks at greater 
rates than other money capital. The Massachusetts 
savings banks were held to be substantially similar to 
the New York savings banks, the court saying: 

The argument on behalf of the plaintiff in error, indeed, 
seeks to establish another distinction. It is alleged that in 
Massachusetts savings banks are permitted to transact a 
banking business in the way of loans upon personal securi- 
ties, which assimilates them more closely to national «banks, 
and takes away the reason for the application of the rule to 
them which was applied to the case of the savings banks 
of New York. But the difference mentioned, if it exists 
at all, is immaterial; the main purpose and chief object of 
savings banks, as organized under the laws of Massachu- 
setts, are the same as those in New York, as considered 
in the case of the Mercantile Bank. They are substantially 
institutions under public management, m pursuance of a great 
and beneficial public policy, organized for the purpose of in- 
vesting the savings of small depositors, and not as banking 
institutions in the commercial sense of that phrase. We adhere 
to the rule as declared in the cases heretofore decided which 
forecloses further discussion as to the present point in this 
case. 

It will be noted that the Solicitor General derives his 
legal conception of savings banks from the above quo- 
tation which has reference only to such banks as or- 
ganized under the laws of Massachusetts and New 
York. It is true that elaborate provisions controlled 
their establishment and operations in those states, but 
not the slightest support is given to the theory that 
such incorporation or regulation are the sine qua non 
of savings banks throughout the United States and in 
the mind of Congress. 

Even this opinion, as shown by the sentence above 
italicized, places the emphasis upon function as does 
the following case. 

In Mercantile National Bank v. Mayor, supra, the 
court refused a similar contention of discrimination in 
favor of savings banks in the following language: 

No one can suppose for a moment that savings banks 
come into any possible competition with national banks of 
the United States. They are what their name indicates banks 
of deposit for the accumulation of small savings belonging to 
the industrious and thrifty. To promote their growth and 
progress is the obvious interest and manifest policy of the 
state. Their multiplication cannot in any sense injuriously 
affect any legitimate enterprise in the community. 

In Davenport National Bank v. Board of Equaliza- 
tion, supra, the court explained the reason for exempt- 
ing savings banks as follows: 

The reason given for this is that the institutions generally 
established under that name are intended for the deposits of 
the small savings and accumulations of the industrious and 
thrifty; that to promote their growth and progress is the 
obvious interest and manifest policy of the state. 

Here again we have the emphasis placed upon the 
function and public purpose of the institutions and 
not upon the method of their creation nor the regula- 
tion to which they are subjected. 

The general and legal conception of a savings bank 
held by the Solicitor of Internal Revenue is not sup- 
ported by the cases cited in his memorandum except 
in particular state jurisdictions which limit savings 
bank functions to incorporated, regulated institutions. 
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Nor can any support be found therefor in the history of 
Section 231 (2) of the Revenue Act of 1921. A care- 
ful search of the committee reports and of the Con- 
gressional Record and hearings reveals nothing whatso- 
ever to support his views. A careful search of the hear- 
ings, committee reports and Congressional Record 
concerning the Revenue Act of 1913 in which the 
exemption first appears was equally fruitless. 


Furthermore, if the test adopted by the Solicitor 
General should be accepted, not a single savings insti- 
tution in the South or Southwest, in fact only a few 
outside of New England and the North Atlantic 
States, would be exempted and mutual savings asso- 


ciations organized by school children would be subject 
to tax. 


The interpretation placed upon the statute in Memo- 
randa 1697 and 2268 entirely ignores the purpose and 
object of Congress in exempting mutual savings banks 
from taxation. As an example of the proper method 
of interpretation attention is called to the language 
in Opinions of the Attorney General, Volume 31, page 


176, in holding credit unions exempt as cooperative 
banks. 


The similarity between credit unions and cooperative 
banks, as they exist in Massachusetts, is striking. Having 
in mind the history of the insertion of the fourth paragraph 
of Section 11 of the income tax law, it must be conceded 
that although credit unions do not come within the letter 
of the paragraph, such associations are wholly within the in- 
tention and meaning of Congress as therein expressed. Because 
the words “credit union” were not specifically used is cer- 
tainly no reason for saying that such organizations are sub- 
ject to the tax imposed by the act, if om examination of the 
purpose and object of such association it appears they are sub- 
stantially identical with domestic building and loan associations 
or cooperative banks “organized and operated for mutual pur- 
poses and without profit.” It is to be presumed that Congress 
intended that the general terms used in Section 11 should 
be so construed as not to lead to injustice, oppression or an 
absurd consequence. Holy Trinity Church v. United States, 
143 U. S. 457. 


In the absence of any authoritative definition by 
Congress of what constitutes a mutual savings bank, 
the proper course is to leave the question to the law 
of the individual states. A resort to such law in ¢ases 
involving property relationships and the organization 
and powers of corporations is authorized by federal 
statute*® and by numerous decisions.‘* In United 
States v. The Cambridge Loan and Building Associa- 
tion, decided November 19, 1928, the Supreme Court 
held that a building and loan association recognized as 
such under the laws of the State of Ohio was exempt 
from Federal taxation and that the tax statutes “must 
be taken to accept with the qualifications expressed 
what the states are content to recognize, unless there is 
a gross misuse of the name.” 


It was expressly held in the famous Bank of Au- 
gusta v. Earle, case, 13 Pet. 519, 10 L. ed. 274, that 
the Federal Supreme Court in dealing with the busi- 
ness of banking in a particular state will attach to the 


1sTitle 28, Judicial Code and Judiciary, Section 725, United 
States Code Annotated. 

14United States v. Robbins, 269 U. S. 315, 70 L. ed. 285. State 
decision on nature of community estate held binding. Secombe 
v. Milwaukee & 8t. P. R. Co., 23 Wall. 108, 23 L. ed. 67. Smith 
v. Kernochew, 7 How. 198, 12 L. ed. 666, Law of state as to 
existence and powers of corporation held binding. Waggoner 
Estate v. Wichita County, 273 U. S. 113, 71 L. ed. 566, local law 
=> nature of interest of lessor in lease on royalty basis con- 

‘olling. 
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meaning of the word “bank” the meaning in which it is 
used in the constitution and laws of such state. While 
the Congress could perhaps define the phrase “mutual 
savings bank” in any way it wishes, yet in the absence 
of such express definition, this holding of the Supreme 
Court should be followed. 


It has long been recognized in Federal statutes that 
a state may permit banking in any form it desires and 
regulate it only insofar as it desires. The opinion of 
the Attorney General in interpreting the phrase “state 
banking associations,” contained in Volume 14, Page 
373, of Opinions of the Attorney General is impor- 
tant both because of its recognition of this fact and 
because of the rule it lays down with reference to 
interpreting congressional acts to attain congressional 
purpose. 


The question for decision was whether the Act of 
Congress placing a ten per cent tax on notes of all 
state banking associations paid out was limited to asso- 
ciations organized under state banking laws. The 
opinion is so pertinent as to be worthy of extensive 
quotation : 


The main purpose of that provision obviously was to put 
a check upon the circulation as money of notes of the de- 
scription mentioned therein, and to secure for the country 
in lieu thereof the advantages of a uniform currency, which 
Congress had undertaken to supply. Keeping this in view, 
the meaning and scope of the phrase mentioned will be 
apprehended without difficulty. 


It may be reasonably presumed, that, in taxing the 
amount of notes paid out by the banking associations of the 
states, there was no intention on the part of Congress to 
make a discrimination against banking companies acting un- 
der special acts of incorporation, or organized under some 
general statute of a state, and in favor of companies estab- 
lished for banking purposes under private agreement by 
subjecting the former only to tax, and leaving the latter 
free to pay out their notes exempt from taxation. The end 
being to restrain the circulation of the notes, such a dis- 
crimination would not be consonant with that end, but tend 
to partially defeat it. 


Plainly, then, the expression “State banking association” 
was used in its most comprehensive sense, as signifying any 
association of persons engaged in the business of banking 
within any State, (other than a “national banking associa- 
tion” which was already named in the enactment), whether 
constituted under a private agreement merely or formed un- 
der some special or general act of the State. In the ab- 
sence of legislative restrictions, banking may be carried on 
in the states by individuals and partnerships in all its va- 
rious departments of receiving deposits, discounting paper, 
issuing notes, etc.; and if a State by interposing no restric- 
tions tacitly permitted these functions to be exercised by a 
partnership or unincorporated company, it would be the 
same in legal contemplation as if the partnership or com- 
pany were expressly authorized thereunto by positive law. 
Such partnership or company might be as appropriately 
called a “State banking association” as an association of in- 
dividuals incorporated for similar objects under a special 
or general statute of the state; and it would make no differ- 
ence in this respect, I conceive, where but one or two of 
those functions were exercised by the partnership or com- 
pany. 

I am, accordingly, of the opinion that the expression re- 
ferred to may be taken to include not only associations or- 
ganized under state banking laws, but association or part- 
nerships formed under private agreement for the purpose of 
carrying on the business of banking. 


The main purpose of the provision under considera- 
tion obviously is to encourage saving and thrift. It 
may be reasonably presumed, that, in exempting mu- 

(Continued on page 38) 
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HE remarkable progress which the Japanese na- 
| tion has made since Admiral Perry made his 
memorable calls upon them in 1852 and 1854 has 
excited the wonder and admiration of the civilized 
world. In spite of the deadening effect of centuries of 
isolation, and in the face of natural obstacles which 
would seem unsurmountable this people has developed a 
civilization which gives it a place among the great pow- 
ers of the earth. And all this has happened within the 
memory of men now living! It is a phenomenon which 
staggers the imagination and defies explanation. 


Not the least notable among the accomplishments of 
this remarkable people is the skill with which they 
have solved certain problems of finance and taxation. 
The seriousness of these problems will be appreciated 
when it is remembered that the country suffered from 
revolutions and internal dissensions in the early seven- 
ties, and since that time has waged expensive and suc- 
cessful wars with Russia, China and Germany. To 
cap the climax, and while the country was still suffer- 
ing from the financial reaction following the World 
War, there occurred the great earthquake of Septem- 
ber first, 1923. The losses resulting from this catas- 
trophe were enormous and have been estimated as high 
as three billion dollars. And it should be remembered 
that Japan Proper is largely composed of mountain 
ranges where less than one-fourth of the area is cap- 
able of cultivation, and natural resources can only be 
developed at a great disadvantage. 


But despite these drawbacks Japan has become a 
larger and more powerful nation than is generally 
realized in this country. 

It will no doubt surprise some of the readers of this 
magazine to learn that Japan has a population equal 
to that of Germany, Austria, Switzerland, Holland and 
Belgium combined.t. Nor, is the territory now occu- 
pied by Japan so limited as is generally supposed. Its 
present total area exceeds that of the New England 
States plus New York, New Jersey, Pennsylvania, 
Maryland, Delaware, Ohio and Indiana.’ 


The Income Tax 


A tax upon incomes was first levied in Japan in 
1887. The original law has been amended and ex- 
panded many times, the more important revisions hav- 
ing taken place in 1899, 1920 and 1926. It applies 
only to Japan Proper and has not yet been introduced 
in Korea, Formosa or Karafulo. The collection of the 
income tax, as also the land, business and succession 
taxes, has been suspended in the district devastated by 
the earthquake. The chief feature of the revision of 
1926 was the imposition of certain supplementary 
taxes, viz.: the business tax, the land tax, the inheri- 


*Of the Milwaukee Bar; sometime Tax Commissioner and 
Supervisor of Income Tax in Wisconsin; Author of Income Taza- 
tion—Methods and Results in Various Countries. 


183,454,371 according to the census of October, 1925. This 
includes Korea, Formosa and Karafulo. The population of Japan 
prover was 59,736,704. 

2The area of Japan proper is 148,756 sq. miles and of the other 
possessions 113,021, total 261,777 sq. miles. The population of 
the states named is less than half that of Japan. 


The Income Tax in Japan 


' By K. K. KENNAN* 


tance or succession tax and the capital interest tax. 
The avowed object of the revision was to distribute the 
burden of taxation more equally. 


Residential requirements.—The tax is payable by 
(a) Those regularly domiciled in the country. 
(b) Those having a temporary domicile in the 

country for more than one year. 

(c) Nonresidents having property or doing busi- 
ness in the portion of the country subject to the 
tax; or receiving interest from public bonds or fixed 
deposits in banks, etc., or receiving from a corpora- 
tion having its principal office in the territory where 
the law is in force profits, dividends, or shares of 
“excess or surplus income” or “bonus incidental to 
the disposition of profit” or “excess or surplus in- 
come” or gratuitous payments corresponding to such 
bonus. 


Classification of Incomes.—Class I includes corpo- 
rate income which is to be arrived at very much as it is 
under our Federal law. There is an excess profits tax 
which is levied whenever the income exceeds 10 per 
cent of the average net assets at the end of each month. 
In the case of a “family corporation,” which is defined 
as “a corporation with half or more of its capital con- 
sisting of shares owned by a shareholder or a partner 
and those who have special relations with the said share- 
holder or partner, such as his relatives or employees,” 
the undivided profits in excess of 3/10 of the ordinary 
income is taxed. 


Class II covers interest from securities, bank deposits, 
etc., and includes any distribution of profits or divi- 
dends to nonresidents. 

Class III. Net income of individuals not arising 
under the preceding classes. A new provision which 
is a model of simplicity is as follows: 

“(a) As regards income accruing from trust 
property the tax is levied upon the beneficiary con- 
sidering him as owner of the trust property. 

(b) In case the beneficiary is not specified or not 
yet in being, the trustee shall be deemed to be the 
beneficiary and taxed accordingly.” 


Exemptions.—In addition to public corporations 
there are a great variety of unions, associations, guilds, 
cooperative societies, temples, agricultural societies, 
etc., which are enumerated as exempt. Under Class 
III relating to individuals there is exempted : 

(a) Salaries of officers and privates of the army 
and navy, while engaged in war. 

(b) Allowances to widows and orphans and pen- 
sions to sick and wounded. 

(c) Money received for traveling or school ex- 
penses and legal allowances received for support. 

(d) Occasional incomes derived from undertak- 
ings not conducted for profit. 


Abatements.—The system of abatements from 
earned incomes would seem to be patterned somewhat 
after the English system. There are abatements of 
income under Class ITT. 
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(a) Of 2/10 of the earned income when the total 
is less than 6,000 yen ($3,000.00)°. 
(b) Of 1/10 of the earned income when the total 
income is less than $6,000.00, provided the earned 
portion exceeds $3,000.00. 


(c) When the total income is less than $6,000.00 
and the unearned portion is under $3,000.00 the rate 
is 2/10 of that part of the earned income which, if 
added to the unearned income would amount to 
$3,000.00 and 1/10 of the other part of the earned 
income.* 


There are special abatements or exemptions of 
$50.00 for persons under 18 or over 60 years of age and 
for disabled or invalids. Premiums paid on life insur- 
ance policies for any member of the family are allowed 
or deducted up to $100.00 a year. In the case of cor- 
porations all net income is taxed but there is an ex- 
emption of $600.00 to individuals. 

Rates for Corporations.—The normal rate for do- 
mestic corporations is 5 per cent, but there is an excess 
profits tax upon the following basis: 

Income in excess of 10 per cent and under 20 per 
cent of the capital, 4 per cent. 

Income in excess of 20 per cent and under 30 per 
cent of the capital, 10 per cent. 

Income in excess of 30 per cent of the capital, 20 
per cent. 

The income of nonresident corporations is assessed 
74 per cent, except as to interest on public bonds and 
other interest which are assessed at 4 and 5 per cent 
respectively. 

Rates for Individuals.—The rates are progressive as 
indicated by the following tables. 


Rate 

of Tax 

Income not exceeding............. $600 0.8% 
Income €XCECGIHe .....02566 66000068 600. 2% 
INCOMIE ERCEOGING 6.250 i. Sei sions 750 3% 
INCOME <EHECERIRE «cae ciwides ced age 1,000 4% 
Income exceeding ......6. 2.00.06. 1,500 5% 
INCOME: CXCECEEING ~....6 5k 0:6:2. 5/5, i0seie 2,500 6.5% 
Income G€RCOCGING 2.0... .060cesee: 3,500 8% 
Income exceeding ..........6..<.. 5,000 9.5% 
Income excee@ing .........0ssse0s 7,500 11% 
INCOME) ERCEGIING 6.6.5 .05.0 sas ews 10,000 13% 
INCOME CHCCCOINS: <0 66 <iisievs:cs.< ere steies 15,000 15% 
Income GxGCGdiNg€ «2.6.66. s ces 25,000 17% 
ee 35,000 19% 
Income exceeding ............08+. 50,000 21% 
Income exceeding ................ 100,000 23% 
Incotise SxCeCGeie. s.:c 5 555.6500 ssi 250,000 25% 
INCOMEE CRCOOEID occ ccccccccccrs 500.000 27% 
Income GxCOGHIM® 2. .......ccccees 1,000,000 30% 
InCOMe CXCCCCINS 2.0... 5c cc ceceee 1.500.000 33% 
Income exCOGMINe .... .is.ccceeedee 2,000,000 36% 


A comparison of these rates with those in force 
twenty years ago will show that the tendency of the 
various revisions has been toward lower rates for 
smaller incomes and higher for the larger. Under the 
old law the lowest rate was 2 per cent, and the highest 
about 20 per cent. The comparatively low rates on 
corporations .have probably resulted from a desire to 

‘3The yen is the equivalent of $0.4984 of American money : but, 
for convenience in translating the rates, etc., into American 
currency it will be reckoned as 50c in this article. 

*This last clause sounds like some of the “Regulations” which 
have emanated ‘from: our Department at Washington; but it 
probably means: that if, for example, the earned income was only 


$2.000 and the uriearned income $2,500 the abatement on $500 
would be 2/10 and, on the remaining $1,500, 1/10. 
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facilitate the floating of loans on corporate securities, 
and to promote and encourage industrial and manufac- 
turing enterprises. In this respect the law is in sharp 
contrast with the laws of some of the Australian states 
which provide much higher rates for corporations than 
are prescribed for individuals. 

Time of Payment.—The tax on individuals is paid 
quarterly except that interest payments are collected 
at the source and the tax on them must be transmitted 
to the government before the tenth of the following 
month. 

Yield of Tax.—As might be expected the yield of 
the Japanese income tax has been somewhat fluctuating, 
the variations being due in part to changes in the law, 
but, in a greater degree, to economic conditions. The 
yield for the last ten years was as follows: 


ete mcg Ee SEED SORT TEN ITE | A REA $ 49,324,567 
PE Stnkshek eevasnd i reekngewaeanga Meum 61,408,628 
co ee, a OOO Ce TN ee TE 96,574,073 
Seer etree 6 orem 95,172,676 
PEE. 35-ce awh sewscetbabe ton oacawae tin ee eene 100,469,251 
SE Saas oVG os bwt teh EAGAN ERNE eae ee tye tend 114,566,068 
So ck, Oe re en Pe ee 81,923,199 
SN Siscni adele sv cacninni iad 4 eins tee wNES 104,996,430 
EE Fal irk Pid were awh ath ebb ma waaay 97,927,616° 
ST Ahn ines he ehan eae peomeeends 103,537,680° 


The relative importance of the tax is shown by the 
fact that for the fiscal year 1926-27, it represented 
more than one-fourth of the total government taxes 
levied. 

Administration.—Relief from unjust or erroneous 
taxes may be obtained by protests or petition to the 
Revenue Superintendent, who will give judgment in 
accordance with the decision of the “Committee of In- 
come Inquiry” which corresponds somewhat to our 
Board of Appeals. 

There are four supplementary taxes to the income 
tax, of which the principal one is 


The Land Tax 


This tax has been in operation since 1910 and has 
the novel feature that the value of the land for tax 
purposes is arrived at by taking ten times the annual 
rental value. This method may have been suggested 
by the experiments in single tax which have been in 
vogue in New Zealand for many years. The last offi- 
cial assessment of lands took place some thirty years 
ago and of course was utterly useless for taxing pur- 
poses. 

For purposes of assessment the land has been classi- 
fied as follows: 


Residential land, which is taxed at........ 2.5 per cent 
Rice and other fields, which are taxed at...4.5 per cent 
Other land, which is taxed at............. 5.5 per cent 


Slightly lower rates are conceded to the province of 
Hokkaido. With a view to encouraging small, inde- 
pendent farmers small holdings worth less than $100.00 
are exempt from the tax. The tax has not proved satis- 
factory and a commission is now at work on a plan 
for taxing simply the amount which a lessor receives 
as rent provided he pays all public dues, repairs. and 
maintenance expense on the leased land. The estimated 
yield of the tax for the fiscal year 1926-27 was $32,- 
545,812. 


5Estimated. See p. 25, Twenty-sixth Financial: and Economic 
Annual of Japan. 


(Continued on. page 38) 


































































































































































































































































































































Tax Liability of Business Trusts 


Crocker v. Malley and Hecht v. Malley Distinguished 


GREAT deal of confusion now exists relative 
the question of whether, for income tax purposes, 
pure trusts engaged in business shall be considered 

to be associations and taxed as such. This is due to 
the fact that the cases of Crocker v. Malley, 249 U. S. 
223, and Hecht v. Malley, 265 U. S. 144, have not been 
properly analyzed and applied. In order to clarify the 
situation the writer proposes to analyze and discuss 
these cases in the light of other decisions and point out 
wherein it is believed that the Bureau of Internal Rev- 
enue 1s 1n error in its interpretation and application of 
the latter decision. 

In Crocker v. Malley, supra, the Court was called 
upon to interpret the language of the Act of 1913 
which read : “to every corporation, joint-stock company 
or association, and every insurance 
company organized in the U. S., no 
matter how created or organized, not 
including partnerships.” 

Section G. (a) required corpora- 
tions, associations, etc., to pay a tax 
upon dividends received from cor- 
porations. Individuals were ex- 
empted from the payment of this 
tax. The question before the Court 
was whether under the Act the trus- 
tees were to be treated as an associa- 
tion or as trustees or individuals, and 
therefore as being exempt from this 
tax. This put the question of 
whether trusts engaged in business 
were to be considered as trusts or 
associations squarely and definitely 
before the Court for decision. The 
Court came to the only sound conclu- 
sion, namely, that the organization 
was a trust and not subject to the tax 
imposed by G. (a) upon associations. 
The Court said: 

The trust that has been described Phy 
would not fall under any familiar conception of a joint-stock 
association, whether formed under a statute or not. Smith v. 
Anderson, L. R. 15 Ch. Div. 247, 273, 274, 277, 282. Eliot v. 
Freeman, 220 U. S. 178, 186. If we assume that the words “no 
matter how created or organized,” apply to “association,” and 
not only to “insurance company,” still it would be a wide de- 
parture from the normal usage to call the beneficiaries here a 
joint-stock association when they are admitted not to be part- 
ners in any sense, and when they have no joint action or interest 
and no control over the fund. On the other hand, the trustees 
by themselves cannot be a joint-stock association within the 
meaning of the act unless all trustees with discretionary powers 
are such, and the special provision for trustees in D. is to be 
made meaningless. We perceive no ground for grouping the 
two—beneficaries and trustees—together, in order to turn them 
into an association, by uniting their contrasted functions and 
powers, although they are in no proper sense associated. It 


seems to be an unnatural perversion of a well known institution 
of the law. 


*Of the Chicago Bar; member of the firm_of Gilbert, 
Rommel, Burger & Baker; lecturer on Business Trusts in the 
Northwestern University School of Law. 











JASPER F. ROMMEL 


By JASPER F. ROMMEL* 


This decision is in line with the general principles of 
law set forth in other decisions where trusts and asso- 
ciations are distinguished. The language of the decision 
clearly indicates that the Court recognized the distin- 
guishing features between a trust and an association. 
The Supreme Court of the United States in Taylor vy. 
Davis, 110 U. S. 330 says: “A Trustee may be defined 
generally as a person in whom some estate, interest or 
power in or affecting property is vested for the benefit 
of another.” 

It is absolutely essential to the creation of a trust 
that there be a separation of the legal from the equitable 
title—the trustee holding the legal title and the bene- 
ficiaries holding the equitable title. The Court in Allen 
v. Rees, 136 lowa 423, says: 

A trust is defined as an obligation aris- 
ing out of a confidence reposed in one 
who has the legal title to property con- 
veved to him that he will faithfully apply 
and deal with such property according to 
the confidence reposed. 28 Am. & Eng. 
Ency. 1858. Therein is implied two estates 
or interests—one equitable and one legal; 
one person as trustee holding legal title, 
while another is cestui que trust. Hospes 
Northwestern Co., 48 Minn. 194 (50 


N. W. 1117, 15 L. R. A. 470, 31 Am. St 
Ren. 637). 


In a trust the trustee controls the 
affairs of the trust and he is not sub- 
ject to the direction or order of the 
beneficiaries. The business is his 
business and not the business of the 
beneficiaries. He is the principal and 
not a director or agent. He acts for 
himself, whereas a director is an 
agent who acts for someone else. 
He is the principal who contracts and 
who is liable for thé obligations of 
the trust. He does not act for the 
beneficiaries, as he is not their agent. 
and therefore the beneficiaries are 
not liable for the obligations of the trust. There is no 
association between the trustees, between the benefi- 
ciaries, or between the trustees and beneficiaries. (See 
Crocker v. Malley, 249 U. S. 223; Smith v. Anderson, 
15 Ch. Div. 247; Taylor v. Davis, 110 U. S. 330; Mayo 
v. Moritz, 151 Mass. 481; Hoadley v. County Comnus- 
sioners, 105 Mass. 519; Williams v. Milton, 215 Mass. 
1: Schumann-Heink v. Folsom, 328 Ill. 321; Wells- 
Stone Mercantile Co. v. Grover, 7 N. D. 460; Veneer 
v. Chicago City Railways Co., 258 Ill. 523; Chicago 
Title & Trust Co. v. Smietanka, 275 Fed. 60; Gleason 
v. McKay, 134 Mass. 419; Phillips v. Blatchford, 137 
Mass. 510.) In Crocker v. Malley, supra, the Court 
quotes with an approval from Williams v. Milton, supra. 
as follows ; 

The sole right of the cestui que trust is to have the property 
administered in their interest by the trustees, who are the mas- 


ters, to receive the income while the trust lasts, and their share 
of the corpus when the trust comes to an end. 
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The Court then goes on and says: 

We perceive no ground for grouping the two—beneficiaries 
and trustees—together, in order to turn them into an associa- 
tion, by uniting their contrasted functions and powers, although 
they are in no proper sense associated. 


In Taylor v. Davis, supra, the Court said: 

A Trustee is not an agent. An agent represents and acts 
jor his principal, who may either be a natural or artificial 
person. A trustee may be defined generally as a person in 
whom some. estate, interest, or power in or affecting property 
is vested for the benefit of another. When an agent contracts 
in the name of his principal, the principal contracts and is 
bound, but the agent is not. When a trustee contracts as such, 
unless he is bound no one is bound, for he has no principal. 
The trust estate cannot promise; the contract is therefore the 
personal undertaking of the trustee. 


In Smith v. Anderson, supra, Lord Justice Brett 
said: 

But supposing this was such a business as was mentioned 
in the act, were the certificate holders the persons who were 
to carry it on? It seems to me that certainly they were not. 
| take it that the persons called trustees in the deed are clearly 
trustees, as distinguished from agents and from directors. If, 
indeed, although they were called trustees, the duties which 
they had to perform were really those of directors, then, 
although they were called trustees, the legal effect of the deed 
would be that they would be directors, and if they are directors 
they are agents; but there it seems to me clear that, according 
to true construction of the deed, they were not directors or 
agents, but trustees. If that be so, the certificate holders, even 
if they were associated at all, were not associated for carrying 
on the business. It was not their business. They could not 
have been made liable for any contract made by the trustee. 
[t was, of course, urged that they would be liable as undis- 
closed principals. But that assumes that the persons who made 
the contracts upon which they are to be liable are their agents, 
authorized to bind them by their contract, which is obviously 
not true. Therefore, even if there be here a business within 
the meaning of the section, yet it is not carried on by the cer- 
tificate holders. 


Lord Justice Colton said: 


In my opinion, what must be shown is that the association 
by themselves or by their agents carry on a business. Now 
here what can be said? That the certificate holders do it by 
themselves, can, I think, hardly be contended. All the powers 
which the subscribers of this money had was to attend some- 
times at meetings. The only business done at them was to 
receive and consider a report from the trustees on the condi- 
tion and affairs of the trust, to appoint auditors to audit the 
accounts and to elect new trustees to fill up vacancies. It is 
impossible, in my opinion, to say that the certificate holders 
are by themselves in any way carrying on any business by 
reason of what is done at these meetings. 


Kinds of Associations 


Thus we see that a trustee of a trust is the principal 
and beyond the control of the beneficiaries. It is other- 
wise in an association. An examination of association 
discloses that there are two general kinds. One where 
the organization does not have a trustee and the other 
where it does have a trustee as a part of the organiza- 
tion. In the first class both the legal and equitable title 
of their property remains in the members of the asso- 
ciation and they carrying on their business without any 
kind of a trust attached to their organization. This 
class of associations is not under discussion here. In 
the second class—the one which is frequently confused 
with a trust—the organization has attached to it a trust 
of some description. In this class of associations the 
legal title to the property is held by a trustee. The 
trustee, however, does not control the affairs of the 
organization for he is always. subject to the direction 
and control of the members of the association. The 
business is not his business, but the business of the 
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members or beneficiaries. He is not the principal, but 
simply a managing agent. He does not act for himself 
but acts for the members or beneficiaries, who are his 
principals. He is not liable for the obligations of the 
organization while the beneficiaries are liable. In fact 
an association can do away with the trustee, thus ending 
the trust feature of its organization, and still keep its 
primary organization intact and be and remain a per- 
fect association. Furthermore the beneficiaries are 
associated together. In other words, it is an organized 
body of persons associated for the prosecution of some 
common purpose or enterprise. (See Abb. Law Dict. 
101 ; Webster’s New Int. Dict.) The very word “asso- 
ciation” implies an associating together of the persons 
constituting the association. (See cases cited above.) 


These trusts and associations are commonly known 
as “Massachusetts Trusts.” The difficulty with this 
term is that one does not properly differentiate between 
the two kinds of organizations. The courts of Massa- 
chusetts, however, make a very clear distinction between 
them and point out their distinguishing features. While 
some are held to be trusts, many are held to be associa- 
tions. For instance, the trust instrument involved in 
Hoadley v. County Commissioners, supra, was held to 
create an association and not a trust. However, in 
Williams v. Milton, supra, the Hoadley case and others 
like it are clearly distinguished from a pure trust. 


In Hoadley v. County Commissioners, supra, the 
court finds that the legal title to the business and all 
property was in McKay, but that other persons were 
equitably interested in various proportions. McKay 
executed an instrument under seal, in which he declared 
that he held and should continue to hold the business 
and property in trust for the benefit of all persons who 
were or might become interested therein, upon eight 
articles or conditions. The fourth article stipulated 
that the general management of the business in the fu- 
ture should be vested in an executive committee of not 
less than three nor more than five share holders to be 
chosen by the whole body of shareholders at a meeting 
called by the trustee for the purpose, and to serve until 
others should be chosen in their stead; that a majority 
of the committee should constitute a quorum and decide 
in all matters over which the committee had control. 
This organization was held to be an association. 


In Williams v. Milton, supra, the court said: 


Where persons associate themselves, together to carry on 
business for their mutual profit, they are none the less part- 
ners because (1) their shares in the partnership are represented 
by certificates which are transferable and transmissible, and 
because (2) as a matter of convenience (if not of necessity in 
case of transferable and transmissible certificates) the legal 
title to the partnership property is taken in the name of a third 
person. The person in whose name the partnership property 
stands in such a case is perhaps in a sense a trustee. But 
speaking with accuracy he is an agent who for his principal’s 
convenience holds the legal title to the principal’s property. 

Several instances of such partnership are to be found in our 
reports. In Hoadley v. County Commissioners, 105 Mass. 519, 
one Gordon McKay executed a declaration of trust by which 
he declared that he held his patents * * * in trust for such 
persons as should buy certificates which were to be issued 
under that declaration of trust. * * * The certificate holders 
were known as the McKay Sewing Machine Association and 
the business was to be conducted by an executive committee to 
be chosen by them. This was held to create a partnership, and 
for that reason the shares were held not to be taxable to the 
holders of them. For a subsequent case involving the same 
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association, where the same conclusion was reached, see Glea- 
son Vv. McKay, 134 Mass. 419. * * * In Phillips v. Blatchford, 
137 Mass. 510, the money to carry on the business of manu- 
facturing and selling grates was raised by the sale of trans- 
ferable certificates issued urider a somewhat similar declara- 
tion of trust, which provided that the business should be 
carried on by a Board of Managers of whom the trustee was 
to be one, and the other members were to be elected by the 
shareholders. This also was held to be a partnership. * * * 
Williams v.. Boston, 208 Mass. 497 was a similar case. * * * 
The property was to be held by trustees, but the shareholders 
had a right to remove the trustees, and meetings of the share- 
holders were to be held at which the shareholders might au- 
thorize or instruct the trustees in any manner and alter or 
amend the declaration of trust, or direct the trustees to end 
the trust, sell the property and distribute the proceeds. * * * 

In Mayo v. Moritz, 151 Mass. 481, on the other hand, it was 
held that certificate holders under the declaration of trust there 
in question were not partners. In that case an inventor trans- 
ferred his invention to trustees to whom by the terms of the 
trust indenture the patent was to be issued when it was issued. 
The trust indenture provided for the issue of script to those 
who should furnish to the trustees the money necessary for 
the more advantageous disposition of the invention. The trust, 
on which the trustees were to hold the invention, and the 
money produced by the issue of script, was to hold, manage 
and dispose of the invention or any part thereof or interest 
therein upon such terms as to them (the trustees) or a ma- 
jority of them should seem best, the net proceeds to be paid 
one half to the inventor and the other half to the holders of 
the scrip or certificates. The scrip, called in the trust in- 
denture scrip. or certificates, was transferable. Vacancies in 
the office of: trustee were to be filled by the remaining trustees. 
It was held that the scrip-holders were not partners, and in 
that respect the case was unlike Gleason v. McKay, 134 Mass. 
419 and Phillip v.. Blatchford, 137 Mass. 510. 


The difference between Hoadley v. County Commissioners, 
105 Mass. 519 (involving the same indenture as that in Glea- 
son Vv. McKay, 134 Mass. 419), Whitman v. Porter, 107 Mass. 
522, Phillip v. Blatchford, 137 Mass. 510, Ricker v. American 
Loan & Trust 'Co., 140 Mass. 346, and Williams v. Boston, 208 
Mass. 497, on the one hand, and Meyo v. Moritz, 151 Mass. 
481, on the other hand, lies in the fact that in the former cases 
the certificate holders were associated together by the terms 
of the “trust” and are principals whose instructions are to be 
obeyed by their agent who for their convenience holds the legal 
title to their property. The property is their property. They 
are the masters. While in Mayo v. Moritz, on the other hand, 
there is no association between the certificate holders. The 
property is the property of the trustees and the trustees are 
the masters. All that the certificate holders in Mayo v. Moritz 
had was a right to have the property managed by the trustees 
for their benefit. They had no right to manage it themselves 
nor to instruct the trustees how to manage it for them. As 
was said in Mayo v. Moritz, 151 Mass. 481, 484, “the scrip- 
holders are cestuis que trust, and are entitled to their share 
of the avails of the property when the same is sold” and that 
is all to which they are entitled. 


In Hecht v. Malley, supra, (the case which forms the 
basis of the new Regulations) the Court defined an 
association as follows: 


The word “association” appears to be used in the Act in its 
ordinary meaning. It has been defined as a term “used through- 
out the United States to signify a body of persons united with- 
out a charter, but upon the methods and forms used by incor- 
porated bodies for the prosecution of some common enter- 
prise.” 1 Abb. Law Dict. 101 (1879); 1 Bouv. Law Dict. 
(Rawle’s 3rd. Rev.) 269; 3 Am. & Eng. Enc. Law (2d Ed.) 
162; and Allen v. Stevens (App. Div.), 54 N. Y. Supp. 8, 23, 
in which this definition was cited with approval as being in 
accord with the common understanding. Other definitions are: 
“In the United States, as distinguished from a corporation, a 
body of persons organized, for the prosecution of some pur- 
pose, without. a charter, but having the general form and mode 
of procedure of a corporation.” Webst. New Internat. Dict. 
U. S. An organized but unchartered body analogous to but 
distinguished from a corporation.” Pract. Stand. Dict. And 
see Malley v. Bowditch (C. C. A.), 259+ Fed. 809, 812 (545 
U. S. Tax Cases 327); Chicago. Title Co. v. Smietanka (D. 
C.), 275 Fed. 60 (545 U. S. Tax Cases 136); also United 
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Mine Workers v. Coronado Co., 259 U. S. 344, 392, in which 
unincorporated labor unions were held to be “associations” 
within the meaning of the Anti-Trust Law. 

Right here the writer wishes to point out that a pure 
trust does not have “the general form and mode of 
procedure of a corporation.” It is not a separate legal 
entity, cannot sue and be sued as an organization but 
the trustees must sue and be sued as individuals. The 
trustees, in spite of contentions to the contrary, do not 
act as directors. Directors are agents, and trustees are 
not agents (Taylor v. Davis, supra; Smith v. Anderson, 
supra). Directors act for their principal while trustees 
act for themselves as individuals. Directors do not act 
as a unit while trustees act as one person. Trustees 
act as individuals. 


Main Distinguishing Feature Between a Trust and 
An Association 


Thus we see that the main distinguishing feature be- 
tween an association and a trust is the control or lack 
of control of the beneficiaries over the trustee or the 
affairs of the organization. Even Hecht v. Malley, 
supra, admits and recognizes this distinction. In that 
case the Court said: 

Under the Massachusetts decisions these trust instruments 
are held to create either pure trusts or partnerships, according 
to the way in which the trustees are to conduct the affairs 
committed to their charge. If they are the principals and are 
free from the control of the certificate holders in the man- 
agement of the property, a trust is created; but if the cer- 
tificate holders are associated together in the control of tke 
property as principals and the trustees are merely their man- 
aging agents, a partnerships relation between the certificate 
holders is created. Wéulliams v. Milton, 215 Mass. 1, 6; Frost 
v. Thompson, 219 Mass. 360, 365; Dana v. Treasurer, 227 Mass. 
562, 565; Priestly v. Treasurer, 230 Mass. 452, 455. 

In Hecht v. Malley, supra, the Court was called upon 
to interpret the language of the Revenue Acts of 1916 
and 1918 in relation to the imposition of an excise tax. 
The Act of 1916 read, in part, as follows: 


Every corporation, joint-stock company or association, now 
or hereafter organized in the United States for profit and hav- 
ing a capital stock represented by shares, * .* * shall pay 
annually a special excise tax with respect to the carrying on 
or doing business by such corporation, joint-stock company or 
—_—* or insurance company. (39 Statutes Ch. 463 Sec. 
407.) 


And the Act of 1918 read: 


Every domestic corporation shall pay annually special excise 
tax with respect to carrying on or doing business. (40 Statutes 
Ch. 18 Sec. 1000.) 


After reciting some of the general characteristics 
of “Massachusetts’ Trusts” the Court proceeds to ana- 
lyze each of the three organizations before it. Of the 
Hecht Real Estate Trust it says: 

There are no meetings of certificate holders; but they may, 
by written instrument, increase the number of trustees, remove 
a trustee, appoint a new trustee if there be none remaining, 
modify the declaration of trust in any particular, terminate the 
trust or give the trustee any instructions thereunder. 

This organization will at once be recognized and, 
under the decisions, classified as an association and not 
a trust. When this case was before the Circuit Court 
of Appeals (Malley v. Howard, 281 Fed. 363, whose 
decision is affirmed in Hecht v. Malley, supra), the 
Court said, “The Hecht organization is not a Trust 
within the doctrine of the Massachusetts decisions,” cit- 
ing Williams v. Milton, 215 Mass. 1; compare Crocker 
v. Malley, 249 U. S. 223. 

Of the Haymarket Trust, the Court says: 

At any annual or special meeting of the certificate holders, 
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they may fill any vacancies in the number of trustees, depose: 


any or all the trustees and elect others in their place, authorize 


the sale of the property or any part thereof, and alter or amend 
the agreement of trust. att . 

Again it is clearly evident that this organization is an 
association and not a trust. 

Of the third organization, the Court says: 

The Crocker, Burbank & Co. Ass’n is also a business enter- 
prise. * * * In Crocker v. Malley, 249 U. S. 273 (1919) (545 
U. S. Tax Cases 16), in which the original trust instrument 
was before the court, it was held that the trustees were not 
subject as to the dividends received from the corporation to the 
tax imposed by the Income Tax Act of 1913 upon the net in- 
come of “every corporation, joint-stock company or associa- 
tion, * * * organized in the United States,” but were subject 
only to the duties imposed by the Act upon trustees. The 
original trust agreement involved in that case has now, however, 
been modified, with the assent of the certificate holders. By 
this modification “the form of (the) organization” was specific- 


ally “changed to that of an association,” under its present 
name. 


What could be clearer than that this is also an asso- 
ciation and not a trust? If there is any doubt about the 
matter, we are compelled to accept the Court’s state- 
ment of facts as to its character, for, right or wrong, 
the Court bases its decision upon facts as it finds them. 

Now there are several things that must be kept in 
mind. In Crocker v. Malley, supra, we have the ques- 
tion as to whether trusts are subject to a certain income 
tax, while in Hecht v. Malley, supra, we have the ques- 
tion of whether three associations [the Crocker, Bur- 
bank & Co. Ass’n admitted that it was an association 
and the Court points out features of the other two 
organizations which clearly classify them as associa- 
tions] are subject to a certain excise tax. In the former 
case the Court held that trusts were not subject to the 
income imposed upon associations and in the latter case 
the Court held that associations “having a capital stock 
represented by shares’ were subject to a “special excise 
tax with respect to carrying on or doing business.” 


Direct vs. Indirect Taxes On Associations 


The Courts have held that a direct tax and an excise 
tax differ in their essence and that this difference is 
not obliterated by misnaming either; and that however 
broad a meaning is given to the phrase “excise tax,” it 
does not include a direct tax (See Thomas v. U. S., 
192 U. S. 363; Patent v. Brady, 104 U. S. 617; Scholey 
v. Rew, 23 Wall, 348; Galveston Railway Co. v. Texas 
210 U. S. 217). It is one thing for a Court to deal 
with the question of an excise tax in relation to asso- 
ciations but it is quite another thing for a Court to deal 
with an income tax in its relation to trusts. The offi- 
cials of the Bureau of Internal Revenue take the posi- 
tion that Hecht v. Malley, supra, overruled Crocker v. 
Malley, supra. They arrived at this conclusion because 
they think that the Hecht case held that trusts were sub- 
ject to certain excise taxes and therefore they must be 
subject to some other tax, to-wit: income tax. The 
writer believes this conclusion to be erroneous because 
it is founded on a false premise. The Court in the 
Hecht case did not hold that trusts were subject to the 
excise tax in question. It held that certain organiza- 
tions, which were associations, were subject to the ex- 
cise tax. Just how a decision involving the imposition of 
an excise tax upon associations can overrule a decision 
involving the imposition of an income tax upon trusts 
is a puzzle to the writer. There might be some ground 
for the government’s contention if the organizations in 
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Hecht v. Malley, supra, had been trusts, but when the 
character of the organizations in the two cases are en- 
tirely different, how can one decision be said to overrule 
the other? Even though a trust might be subject to 
the excise tax in question in Hecht v. Malley, supra, it 
would not necessarily follow that a trust was subject 
to the income tax imposed by another law upon a dif- 
ferent kind of an organization. 


The primary object of the statutes involved in Hecht 
v. Malley, supra, was to impose an excise tax upon 
organizations “having a capital represented by shares” 


as a prerequisite to their “carrying on or doing busi- 
+B] 
ness. 


ness.’ It is apparent that the Court had this in mind 
for in construing the Act of 1916 it holds that under the 
terms of that Act, which in part reads, “now or here- 
after organized in the United States,” the organizations 
were “not organized under any statutes * * * and there- 
fore they were not within the terms of the excise tax 
provisions of the Act of 1916.” Congress then passed 
the Act of 1918, which says: 

Every domestic corporation shall pay annually a special ex- 
cise tax with respect to carrying on or doing business. 

And the Court in the Hecht case says: 


The intention of Congress is plainly shown to extend the tax 
from one imposed solely upon organizations exercising statu- 
tory privileges, as theretofore, to include also organizations 


exercising the privilege of doing business as associations at 
common, law. 


And further on the Court says: 


We do not believe that it was intended that organizations of 
this character—described as “associations” by Massachusetts 
statutes and subject to duties and liabilities as such—should be 
exempt from the.excise tax on the privilege of carrying on 
their business merely because such a slight measure of control 
may be vested in the beneficiaries that they might be deemed 
strict trusts within the rule established by the Massachusetts 
courts. 

The Court while recognizing that the control of the 
beneficiaries over the trustees and the affairs of the 
trusts is one of the distinguishing features between a 
trust and an association, refuses to allow that question 
to stand in the way of the imposition of a “tax upon 
the privilege of doing business.” The Court does not 
seem to be much concerned with the character of the 
organization as long as the organization has “a capital 
represented by shares.”” However, the Court speaks’ of 
“a slight measure of control may be vested in the bene- 
ficiaries” and a pertinent question presents itself. What 
would the Court have said if the organizations involved 
had been pure trusts with the trustees in absolute con- 
trol of the property and affairs of the trust and if the 
organizations had not had any of the attributes of 
associations ? 


The fact that the Court had the imposition of an 
excise tax upon organizations “having a capital stock 
represented by shares” and “carrying on or doing busi- 
ness” uppermost in mind is further evident from the 
fact that the Court, after mentioning the fact that the 
petitioners rely upon the decision in Crocker v. Malley, 
supra, says: 

It results that Crocker v. Malley is not an authority for the 
broad proposition that under an Act imposing an excise tax 
upon the privilege of carrying on a business, a Massachusetts 
Trust engaged in the carrying on of business in a quasi-cor- 
porate form, in which the trustees have similar or greater pow- 


ers than the directors in a corporation, is not an “association” 
within the meaning of its provisions. 
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If, however, as the Court says, Crocker v. Malley, 
supra, is not an authority upon the imposition of an 
excise tax upon the privilege of carrying on a business, 
the converse must be true. In other words, it must be 
true that Hecht v. Malley is not an authority upon the 
imposition of an income tax. It necessarily follows 
that Crocker v. Malley, supra, has not been overruled 
by any subsequent decision, and, as the later Revenue 
Acts contain no language which discriminates between 
so-called investment trusts and trusts engaged in busi- 
ness, that that decision still remains the last word upon 
the question of whether a pure trust is subject to the 
income taxes imposed upon corporation, associations, 
etc. 

After the decision in Crocker v. Malley, supra, and 
prior to the decision in Hecht v. Malley, supra, the 
Regulations in regard to trusts were as follows: 

Association distinguished from trust——Where trustees hold 
real estate subject to a lease and collect the rents, doing no 
business other than distributing the income less taxes and 
similar expenses to the holders of their receipt certificates, who 
have no control except the right of filling a vacancy among the 
trustees and of consenting to a modification of the terms of 
the trust, no association exists and the cestuis que trust are 
liable to tax as beneficiaries of a trust the income of which is 
to be distributed periodically, whether or not at regular inter- 
vals. * * * If, however, the cestuis que trust have a voice in 
the conduct of the business of the trust, whether through the 
right periodically to elect trustees or otherwise, the trust is an 
association within the meaning of the statute. Article 1504 
of Regulations 62. 

Sundry rulings and decisions were made by officials 
of the Bureau of Internal Revenue to the effect that 
where trustees were in control of the affairs of the 
trust, such a trust was not taxable as an association. 
A ruling to that effect was even made in the case where 
the entire business of a Minnesota corporation was 
transferred “to trustees under a trust agreement to 
continue the business of the corporation for ten years. 
* * * Held, that the organization holding and operating 
the property of the corporation is a trust and that it 
should not be compelled to file returns as a corporation.” 
O. D. 931: C. B. 41658. (See also C. B. 1-351 S. 
1068; also S. 1205: C. B. 1-600; also O. D. 620: C. B. 
3-1112). 

After the decision in Hecht v. Malley, supra, the 
Solicitor for the Bureau of Internal Revenue, in spite 
of the fact that there had been no material change in 
the wording of Section 219 of the later Revenue Acts, 
extending the meaning of the law as previously inter- 
preted. See S. M. 2291; C. B. Dec. 1924, P. 6, which 
is as follows: 

Trust taxed as association where trustees carry on business 
in same manner as corporation directors—Where the trustees 
of a trust are grouped not merely as such for the collection and 
distribution of funds, but are associated in practically the same 
manner as directors in a corporation for the purpose of carry- 
ing on a business enterprise, such a trust is an association within 
the meaning of the Revenue Acts of 1918, 1921 and 1924, 
independently of the measure of control exercised by the bene- 
ficiaries. 

And thereafter the Commissioner amended Article 
1504 of Regulations 65 as follows: 

Association distinguished from trust—(As amended by T. D. 
3748, dated August 31st, 1925.) Where trustees merely hold 
property for the collection of the income and its distribution 
among the beneficiaries of the trust, and are not engaged, either 
by themselves or in connection with the beneficiaries, in the 
carrying on of any business, and the beneficiaries have no con- 

trol over the trust although their consent may be required for 
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the filling of a vacancy among the trustees or for a modifica- 
tion of the terms of the trust, mo association exists, and the 
trust and the beneficiaries thereof will be subject to tax as 
provided by Section 219 and by Articles 341-347. If, however, 
the beneficiaries have positive control over the trust, whether 
through the right periodically to elect trustees or otherwise, 
an association exists within the meaning of Section 2. Even 
in the absence of any control by the beneficiaries, where the 
trustees are not restricted to the mere collection of funds and 
their payment to the beneficiaries, but are associated together 
with similar or greater powers than the directors in a corpora- 
tion for the purpose of carrying on some business enterprise, 
the trust is an association within the meaning of the statute. 


This was followed by Article 1504 of Regulations 69 
which is as follows: 


Even in the absence of any control of the beneficiaries, where 
the trustees are not restricted to the mere collection of funds 
and their payment to the beneficiaries, but are associated to- 
gether with similar or greater powers than the Directors in a 
corporation for the purpose of carrying on some business enter- 
prise, the trust is an association within the meaning of the 
statute. 


These changes in the Regulations were brought about 
by a misconception of what Hecht v. Malley, supra, 
really decided. They were made under an erroneous 
impression that the organizations involved in the Hecht 
case were trusts but that for taxation purposes they 
should be held to be associations whereas they were in 
fact associations. In this connection the Court in Wil- 
liams v. Milton, supra, said: 

It has been contended in effect if not in terms that; what- 
ever be its true character, the trust for the purpose of taxation 
was a partnership. Doubtless the Legislature might provide 
that a trust which was not a partnership should -be treated as a 
partnership for the purpose of taxation. But it has not done so. 

Furthermore, the Hecht decision had to do with the 
imposition of an excise tax and it contains no language 
which can be construed so as to make it applicable to 
income taxes. 


Regulations Enlarge Scope of Act 


The new Regulations read words into the Act and 
placed an interpretation upon Hecht v: Malley, supra, 
which clearly enlarges the scope of the Act. They read 
into the Act matters which are not specifically covered. 
They make the doing of business the test as to whether 
a trust shall be considered an association whereas the 
law makes no such test, but numerous cases point out 
other distinguishing feature between a trust and an 
association and hold that when it is once established 
that an organization is a trust, it is a trust for all pur- 
poses, even for the purpose of taxation. There is noth- 
ing in the various Revenue Acts, in any law, or in any 
decision of any court which says or holds that the carry- 
ing on or doing of any business transforms a trust into 
an association. Hecht v. Malley, supra, certainly does 
not do so. It might be noted here that while the pro- 
visions of the Revenue Act relating to excise taxes, 
which were under scrutiny in the Hecht case, the 
Court specifically says “shall pay a special excise tax 
with respect to carrying on or doing business,” there is 
not one word in the provisions relating to income taxes 
which says that trusts engaged in business shall be con- 
sidered associations or which makes two classes of 
trusts—namely, trusts engaged in business and trusts 
“restricted to the mere collection of funds and their 
payment to the beneficiaries.” The matter of engaging 
in business is not even mentioned. It is all a mere fic- 
tion created outside of legislative halls. So, without 
warrant in law, the later Regulations stretch and en- 
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large upon the provisions of the later Revenue Acts. 
In this connection it may be pointed out that in the 
interpretation of statutes levying taxes it is the estab- 
lished rule not to extend their provisions by implication 
beyond the clear import of the language used, or to 
enlarge their operations so as to embrace matters not 
specifically pointed out. In case of doubt they are 
construed most strongly against the Government and 
in favor of the citizen. Gould v. Gould, 245 U. S. 151; 
U. S. v. Isham, 19 Wall 496; U. S. v. Merriam, 263 
U. S. 172; Edwards v. Cuba Railroad Company, 263 
U. S. 628. 

The wording of Section 219 of the Revenue Acts of 
1921, 1924 and 1926 is to all intents and purposes 
identical. As Regulations 65 were made retroactive in 
effect they are applicable to the Act of 1921, Section 
219 of which reads as follows: 


Section 219. (a) That the tax imposed by Sections 210 and 
211 (the same being the income tax levied and assessed upon 
individuals) shall apply to the income of estates or of any 
kind of property held in trust, including— 

(1 


(2) —— 

(3) —— 

(4) Income which is to be distributed to the beneficiaries 
periodically, whether or not at regular intervals, and the in- 
come collected by a guardian of an infant to be held or dis- 
tributed as the court may direct. 

(b) The fiduciary shall be responsible for making the re- 
turm of income for the estate or trust for which he acts. The 
net income of the estate or trust shall be computed in the same 
manner and on the same basis as provided in Section 212 (the 
same being the Section having to do with the net income of an 
individual ). 

(c) —— 

(d) Im cases under paragraph (4) of subdivision (a), * * * 
the tax shall not be paid by the fiduciary, but there shall be 
included in computing the net income of such beneficiary that 
part of the income of the estate or trust for its taxable year, 
which pursuant to the instrument or order governing the dis- 


tribution, is. distributable to such beneficiary, whether distributed 
or not. 


If the tax here referred to, “shall apply to the income 
of estates or of any kind of property held in trust,” 
including ‘‘(4) income which is to be distributed to the 
beneficiaries periodically, whether or not at regular in- 
tervals,” does not apply to trust engaged in business, 
then what does it apply to? Subsection (b) specifically 
says that the net income of the trust shall be computed 
in the same manner and on the same basis as provided 
in section 212, which deals with the net income of an 
individual, and subsection (d) specifically states that 
the tax is not to be paid by the fiduciary but that the 
net income of each beneficiary shall include that part 
of the income of the trust for its taxable year which is 
distributable to such beneficiary, whether distributed or 
not. Where, in justice to the taxpayer, is there any 
language which can possibly be construed to mean that 
this section does not apply to trusts actively engaged in 
business as well as to trusts “restricted to the mere col- 
lection of funds and their payment to the beneficiaries ?” 
(Art. 1504 Reg. 69). It is hard to conceive of Con- 
gress being able to set forth the fact that the benefi- 
ciaries of a trust are to pay the income tax upon their 
respective shares of the net income of the trust in 
clearer or more concise language. In order to arrive 


at any other conclusion there must, in the words of the 
Supreme Court in Crocker v. Malley, supra, “be an un- 


natural perversion of a well known institution of the 
law.” 
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The decision in Crocker v. Malley, supra, was ren- 
dered in 1919 and the Revenue Act of 1921 and later 
Revenue Acts were passed subsequent thereto. Con- 
squently, it must be presumed that Congress knew of 
the distinction which that case made between a trust 
and an association. It must be further presumed that 
Congress, in passing the later Revenue Acts, adopted 
the construction placed upon the previous Act by the 


‘ Court. If such construction and interpretation had not 


met with the approval of Congress or if Congress had 
intended to make any change in the law as so inter- 
preted, it certainly would have changed the language of 
the later Acts in such a way as to leave no doubt of 
its intention. It did not do so. 

It must be remembered that if the decision in Crocker 
v. Malley, supra, is followed, it does not mean that 
trusts are exempt from the payment of income tax. 
It simply means that each beneficiary must report his 
share of the profits of the trust, whether received or not, 
and pay a tax thereon. It is the opinion of the writer 
that the language of various Revenue Acts clearly dis- 
closes that that is what Congress intended and that 
when the matter is brought before the courts that they 
will so hold. 


The foregoing analysis may appear unnecessarily 
technical; but it is not nearly as technical to stand on 
the views expressed by numerous courts, both Federal 
and state, as to what constitutes a trust and what con- 
stitutes an association as it is to pervert a “well known 
institution of law” (Crocker v. Malley, supra) by trans- 
forming a trust into something which in fact it is not, 
in order to meet a strained and technical construction 
of a statute which no court has as yet upheld. 


It is contended by some that the taxing of trusts as 
associations is in accordance with the public policy of 
the land. Just why should it be the public policy of 
any country to discriminate against a trustee by taxing 
him as a corporation or as an association, when he is in 
other respects always treated as an individual? Why 
should a trustee who is engaged in business be discrim- 
inated against by giving him a less favorable classifica- 
tion than that given to a trustee who is “restricted to 
the mere collection of funds and their payment to the 
beneficiaries”? Just what does the trustee engaged in 
business do that he is singled out from all other tax- 
payers and penalized by being compelled to pay a tax 
which no individual engaged in business is called upon 
to pay? Every act committed by a trustee of a pure 
trust is the act of an individual. And trustees of pure 
trusts are neither agents, members of an association or 
directors of a corporation; nor do they act as such. 

This public policy proposition is a broad and elastic 
one. If applied in this case it is, at best, only an at- 
tempt to avoid established principles of law. Those 
who uphold this contention forget that the public policy 
of any state or country is determined by the established 
Jaw of that state or country. Therefore, the public 
policy of our country is: 

In the interpretation of statutes levying taxes it is the estab- 
lished rule not to extend their provisions, by implication, beyond 
the clear import of the language used, or to enlarge their 
operations so as to embrace matters not specifically pointed out. 
In case of doubt they are construed most strongly against the 
Government and in favor of the citizen. Gould v. Gould, 


supra; U. S. v. Isham, supra; U. S. v. ‘Merriam, supra; 
Edwards v. Cuba Railroad Company, supra. 




































































The Taxation of Capital Gains 


By Ernest H. HAHNE* 


OR the next two years the taxation of capital 

gains promises to afford one of the most impor- 

tant tax issues. Active and organized opposition 
to the present tax has been started. In October, 1928, 
the American Bankers’ Association at its annual con- 
vention adopted the following resolution : 

The United States of America is the only country in the 
world that levies a capital gains tax. We beli¢ve such a 
tax in peace times to be uneconomic and unsound in prin- 
ciple and in practice and tending to check the wheels of 
progress. The imposition of such a tax is doubtless one of 
the factors in the speculative situation in the stock market 
as many persons who have large paper profits hesitate to 
liquidate now in view of the large tax they would have te 
pay; and this situation alone appears to be a good argument 
in favor of the repeal of such a tax. Great Britain treats 
capital gains as an incremént to capital, and it is recom- 
mended ‘that the United States pursue the same policy. 

The opposition to the tax is further 
reinforced by the similar stand taken 
by the Investment Bankers’ Associa- 
tion. . The: Investment Bankers rec- 
ommended : 

The elimination of both items of cap- 
ital gains and capital losses for purposes 
of the income tax. 


The President of the Investment 
Bankers’ Association in his annual 
address looked forward two years to 
another revision of the income tax, 
and predicted that an immense amount 
of education both in Washington and 
in the conutry at large would be nec- 
essary in order ot secure the abandon- 
ment of the tax on capital gains. 
Thus it appears that definite opposi- 
tion to a well-established part of the 
income tax system has been aroused 
among a very important group of the 
American electorate. 


I. The Capital Gains Tax and the 
Stock Market 


The situation in the autumn stock 
market has been attributed to the capital gains tax by 
the Bankers’ Association, on the grounds that the tax 
tends to check the conversion of paper profits into actual 
profits, and that unwarranted rise in the stock values 
appears. In 1921 when the capital gains division of the 
income tax was under fire, a similar argument was 
advanced to the effect that the income tax was checking 
the sale of capital assets, and thereby perpetuating an 
undesirable depression. Now the argument has been 
converted so that the income tax is in fact the cause 
of unwarranted speculation and paper prosperity. 

Many other factors than the provisions of the income 
tax account for the sharp rise in the value of stocks 
during the autumn of 1928. Let us isolate, for purposes 
of this discussion, the effect of the income tax pro- 
visions on the tendencies in the stock market. In the 
first place, the promise by the Administration for the 
last eight years that lower and lower rates were to be 
expected as the Government began to liquidate its debt, 
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has been a more important factor in the present stock 
market than the capital gains tax. ‘There has been 
much loose thinking that has not distinguished the effect 
of the tax on undistributed corporate earnings from 
the effect of the capital gains tax. If a board of direc- 
tors sees fit to place the undivided profits back into 
surplus and reserves rather than to distribute it in the 
form of cash dividends, the actual assets of the cor- 
poration tend to increase and the value of the stock 
tends to rise. The boards of directors pursue this 
policy when they are assured by the Secretary of Treas- 
ury that lower rates are forthcoming in the future. 
This accumulation of earnings has continued up to the 
time when the marginal productivity of reinvestment 
has been reached, and now the directors are balancing 
in their own minds the desirability of distributing past 
earnings against the undesirability of 
present tax rates. 

The process of building up sur- 
pluses has been checked at this par- 
ticular time by the declaration of the 
Secretary of Treasury and Congress 
that the peace-time program of rates 
is now in vogue and that the tax- 
payers have little to expect in the way 
of lower rates for some indefinite 
future. Hence there is little to gain 
by the further accumulation of earn- 
ings in order to avoid the high in- 
come tax rates. The Chairman of 
the Ways and Means Committee in 
1926 assured business men that Con- 
gress wasthen starting the peace-time 
program, and this had a temporary 
effect in that year, by boosting, for a 
short period, the value of stocks. Now 
that the promises of significant future 
rate reductions for those whose re- 
turns subject them to the payment of 
higher rates have ceased, the advan- 
tages of postponing distribution of 
earnings are less evident. Melon-slicing becomes a part 
of business policy. Now is the time for all who wish 
to share the hoardings to buy in the stock of those 
corporations which may be expected to follow this pol- 
icy. Thus the income tax, by the promise of lowering 
rates, has tended to build up substantial undistributed 
earnings. 


Although Congress made legal provision to stop the 
evasion of surtaxes by accumulating income in the un- 
distributed earning of corporations, the Treasury De- 
partment has contended that Sec. 220 of the earlier 
acts, Sec. 104 of the Revenue Act of 1928, has been 
impossible to administer. The Treasury has not sought 
to set up standards concerning accumulations that ex- 
ceed the reasonable needs of business, and the penalty 
for such evasion has probably never been enforced. 

Stock dividends have tended to conceal the extent 
of the accumulation of undistributed earnings. The 
United States Supreme Court has said that for pur- 
poses of the income tax such stock dividends are not 
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taxable, and.this has made possible the distribution of 
stock to such am extent that stock values have not risen 
out of the reach of the small speculators. 


The promise of lower rates, for eight years, together 
with the reaching of a peace-time tax rate program 
with no more immediate lowering of rates, the failure 
of the Treasury Department to enforce the penalty 
for the accumulation of undistributed earnings to avoid 
the income tax, and the unlimited freedom in declaring 
stock dividends, have been other tax factors, besides 
the taxation ‘of capital gains, that have tended to influ- 
ence the present stock market. 


It is a latent assumption of the Bankers’ Associations 
that any check upon the transfer of stock is an un- 
mixed evil. There can be no doubt but that for 
investment houses which have acted as agents for 
brokers’ loans during the autumn, and who have been 
collecting commissions upon transfers, a check upon 
transfer does injure their business. On the other hand, 
it is not clear that the system of brokers’ loans which 
has thrown havoc into the credit system, by removing 
the limits of ,bankers’ reserves, is as great a benefit to 
the commercial bankers who are members of the Amer- 
ican Bankers’, Association. The outcome of control 
is still uncertain, according to the Federal Reserve 
Board. From a.strictly economic point of view, the 
stock transfer based upon protected margins made 
solely with speculative gain in mind is not necessarily 
a social benefit. The value of stock should depend 
upon the earning, power of the issuing corporation, 
rather than upon the gullible public dabbling in a rising 
market’ that tends to shove stock prices out of all pro- 
portion to earning power. Industry does not neces- 
sarily fall into the hands of those most capable of direct- 
ing it when freedom of transfer is assured. On the 
other hand, if owners watch their paper. profits rise, 
and on account of a potential tax they refuse to sell 
and watch the paper profits fall back to the original 
level while they still retain control of the capital goods 
and assets of the corporations, it is not clear, from a 
social point of view, that there has been a social loss, 
providing the earning power of the corporation remains 
the same during the entire speculative period. 


The owner of the stock does not appreciate the in- 
fluence of the tax on capital gains until its price has 
risen to such an extent that he contemplates sale, only 
to find that part of the paper profits will disappear 
when he pays his income tax. The credit situation has 
brought about the possibility of realizing on his paper 
profits. Any tax on income, be it ever so small, has 
a tendency to check the sale that turns capital appre- 
ciation into income. The capital gains tax applies. only 
to capital which has been held for two years or more, 
and does not attempt to reach speculative gains. These 
become a part of ordinary income. The tendency for 
the tax then is to check the sale of the investor, who 
buys to hold for a period of two years or longer. He 
is probably more interested in the earning power of the 
company than in the fluctuation of stock values, though 
he is willing to make profit in either way. It is the 
investor who is the main-spring in modern industry, not 
the stock speculator. The capital gains tax funda- 
mentally operates as a brake in the turnover of an in- 
vestment from one investor to another. This tax 
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therefore tends to have a stabilizing effect upon the 
control of industry. 


II. The Capital Gains Tax as a Class Tax 


The stock market situation gives the occasion for the 
resolutions of the Bankers’ Associations. But the mil- 
lionaire group of taxpayers also supports opposition to 
the capital gains tax. At a-time when the Administra- 
tion is friendly to the attempts to relieve the “tax- 
payers in the upper brackets,” and when the post-war 
fiscal program favors a lowering of the income tax 
and a raising of the tariffs and customs, then is the 
moment for concerted action to obtain relief from the 
tax on capital gains. In the November report of the 
Internal Revenue Bureau a table shows that 43.18 per 
cent of the incomes of the millionaire group of tax- 
payers comes from the division of income designated 
as capital net gains. The abandonment of the tax would. 
be a substantial relief to those who have already prof- . 
ited greatly by post-war income tax reductions. It is 
reasonable to expect that those who secure the largest 
funded incomes are the ones who pay the tax on cap- 
ital gains. Obviously, the tax on capital gains must 
come from those who have the capital assets to sell. 
Moreover, those who have the largest holdings of cap- 
ital are likely to be the ones who are subject to the 
tax. The tax therefore tends to become a class tax, 
just as the income tax tends to become a class tax pay- 
able by those who have taxable incomes. It is reason- 
able to expect resistance to such a tax. 


This group of taxpayers finds two chief objections to 
the capital gains tax. First, the tax on capital. gains 
is productive only when business is going through the 
stage of prosperity. It is a tax, they say, that makes 
the government too dependent upon the swing of the 
business cycle. Revenues are large when prosperity 
reigns, yet governmental needs are just as great when 
there is depression. In the second place, the capital 
gains tax, say the objectors, places a penalty upon sav- 
ings and it is more desirable to place a penalty upon 
spendings. This can be done by the adoption of a 
sales tax. This group of taxpayers contend that the 
repeal of the capital gains tax and the adoption of a 
sales tax would effect a tremendous social advantage. 


The first argument is substantially sound. In times 
of depression capital losses offset capital gains, and 
tend to decrease the revenue from this source, while in 
prosperity, capital losses become less significant and 
permit greater revenue. Nevertheless the tendency 
is in the direction of greater revenue with the tax than 
without the tax, since sales of capital assets are usually 
made with an aim at profit. The second argument 
has little in its favor. The discussion of a sales tax 
falls outside the scope of the present paper, but suffice 
it to say, that relatively few economists of repute have 
yet taken a stand in its favor. In contrast with a sav- 
ings tax, a spendings tax is different only in point of 
time of reaching the income. Savings differ from 
spendings only as to the time when the income is spent. 


The repeal of the tax on capital gains would afford 
substantial relief to those taxpayers who now pay the 
higher tax rates. As long as striking inequalities of 
wealth are published upon the death of our wealthy 
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citizens, it is doubtful if we will ever be justified in 
expecting the repeal of those taxes which impose 
progressive burdens upon those most capable to pay. 
Professor Thomas Adams once said that progressive 
burdens are “the very price we must pay for the 
preservation of our economic institutions and industrial 
processes which result in such striking inequalities.” 
In studying the burdens of taxes we. must take into 
account the system as a whole, and in this instance 
observe the effect of the lowering of income tax 
rates on the large incomes, and consider simultane- 
ously the effect of taxes on capital gains. Possibly 
progressive rates could return the same advantages 
as differentiation of the sources of income. 


III. Should Capital Gains be Taxed as Income? 


The American Bankers’ Association reconimends 
that The United States adopt the British practice 
of treating capital gains as an increment to capital, 
rather than treating capital gains as a kind of in- 
come. Likewise the Investment Bankers’ Associa- 
tion recommends the elimination of the tax “for 
purposes of the income tax.” These statements 
raise another important question. It is one thing 
to say that capital gains should be taxed; it is an- 
other thing to say that they should be taxed as in- 
come. We now turn to the question—should capital 
gains be taxed as income? 


Since 1842 the British income taxes have been in 
force and no income tax has been levied on capital 
in any form, whether the realized increment of value 
was from the sale of property by an individual or of 
capital assets by a corporation. It was recently 
urged before the United States Supreme Court that 
since the origin of our laws is found in British law 
the interpretation given by the courts should be the 
same in this country as in Great Britain, but this 
contention was rejected by the Supreme Court since 
the issue arose under a different law. The courts 
have not been hindered by an attempt to reconcile 
British and American practice. Essential differ- 
ences exist. The English law stresses the annual 
flow of income and neglects the chance gains. Only 
in recent years has the English public as a whole 
become interested in speculative gain. The English 
law further does not assess on the net annual in- 
come, but on the average annual income for a period 
of the last three preceding years, and thereby gains 
and losses are equalized for the period. 


In this country we may recognize three stages of 
capital gain taxation under the income tax. First, 
prior to 1921, capital gains were not differentiated 
from other sources of income and were taxable at 
the same rates as the ordinary normal and surtax 
rates imposed on ordinary income. It is true that 
the Act of 1918 gave some relief in releasing capital 
gains derived ffom involuntary sales such as fore- 
closures, condemnation proceedings, collections on 
fire insurance and the like, but this modification did 
not strike at the essential difference between capital 
gains and income. Sometimes as much as one- 
third or one-fourth of the capital gain was taken by 
the surtax. 
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The second stage began with the Revenue Act 
of 1921, which permitted the owner, other than a cor- 
poration, to elect whether the capital gain should 
be separately accounted for, and pay a flat rate of 
12% per cent, or should be considered as a part of 
ordinary income. This concession was based upon 
the belief that capital gains were not a part of or- 
dinary income. From the practical point of view of 
the taxpayer, however, the concession was not sig- 
nificant, since the Act provided that if he elected 
to be taxed at a flat rate of 12% per cent, then the 
total tax disclosed by his return should not be less 
than 12% per cent of his total net income. The 
revenue acts since 1924 have removed this limita- 
tion, because for those taxpayers who were report- 
ing large incomes from capital gains it did not con- 
stitute an election because they were required to 
pay the higher rate. It constituted an advantage 
only when the entire rate exceeded 12% per cent, 
which meant that the ordinary net income must 
exceed $30,000. In this attempt to differentiate 
capital gains and ordinary net income Congress at- 
tempted to stop a growing leak, but it had little or no 
effect upon smaller incomes. The 12% per cent rate 
included the normal rate of 8 per cent so that the 
actual effect of the tax was to impose a surtax of 4% 
per cent upon capital net gains. Under the provision 
of the Act of 1921 Congress differentiated capital gains 
from ordinary income, by imposing a flat rate, rather 
than a progressive rate upon income from this source, 
and permitted the taxpayer to elect whether capital 
gains should be treated as ordinary income or as capital. 

The reasons why Congress differentiated capital gains 
and ordinary incomes in 1921 are legal and practical, 
not a matter of principle. The legal pressure came as 
a direct result of the decision in the case of the Mer- 
chants’ Loan and Trust Company v. Smietanka.* The 
report of the Ways and Means Committee for August 
16, ‘1921 shows that the committee decided that the 
Revenue Act of 1921 should make “not a fundamental 
modification of the existing rule” concerning the taxa- 
tion of capital gains but a “more detailed statement of 
its application.” Nevertheless both modification and 
detailed statement eventually resulted before the bill 
was passed. The modification took the form of the 
change in the rate of taxation for this peculiar type of 
income and the more detailed statement related to the 
method for determining gain or loss. 

The change in the rate of taxation of capital gains to 
a flat rate of 12% per cent is to be accounted for on 
fiscal and practical grounds. The Revenue Act of 1921 
repealed the excess-profits tax and increased the cor- 
porate income tax from 10 per cent to 12% per cent. 
The Ways and Means Committee estimated that this 
2% per cent would result in an increase in the revenue 
yield of about 133 millions, while the loss of revenue 
to be expected by the repeal of the excess-profits tax 
would be about 400 millions. At the same time the Act 
looked towards reduction of rates on larger incomes, 
and capital gains had proved to be an important part 
of such incomes. Therefore, the imposition of a flat 
rate as low at 12% per cent would be a substantial gain 
to those taxpayers whose ordinary net incomes sub- 
jected them to the rates of the higher brackets. It is 


1255 U. S. 509. _ 
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difficult to explain the particular rate of 1214 per cent. 
The Ways and Means Committee originally intended a 
15 per cent rate, the sentiment of Congress was divided 
and some members urged a 10 per cent rate. Although 
the capital gains tax did not apply to corporations the 
rate eventually determined upon was the same as the 
corporate rate. 


At the same time that Congress was making this con- 
cession in rates it was strengthening the place of the 
capital gains tax as a part of the income tax. The basis 
for determining gain and loss was changed and more 
clearly defined. Prior to the Revenue Act of 1921, if 
property had been acquired before March 1, 1913, the 
basis for determining gain or loss was the fair market 
value of the property of that date. The Merchants 
Loan and Trust Company decision by the United States 
Supreme Court led Congress to conclude that the cost 
of the property should be the basis for determining gain 
or loss. Accordingly the Revenue Act of 1921 made 
provision for this view of the court. If property had 
been acquired prior to March 1, 1913, then three general 
cases might arise; the fair market value as of that date 
might be in excess of cost, might be lower than cost, 
or the sale value might be more than cost but less than 
the market value of that date. In the first instance, if 
the fair market value on March 1, 1913 were in excess 
of cost, then the gain that should be included in the 
determination of gross income should be the excess of 
sale value over the value of March 1, 1913. In the sec- 
ond instance, if the fair market value on that date were 
lower than cost then the loss deductible from gross in- 
come should be the excess of the fair market value as 
of that date over the sale value. In the third instance, 
if the sale value were more than cost but less than fair 
market value as of March 1, 1913; or, less than cost 
but more than the fair market value; then, the capital 
gain, if any, should be ignored for purposes of taxa- 
tion. Thus the Ways and Means Committee attempted 
to make a more clearly defined statement of the basis 
for determining the amount of capital gains. This prac- 
tice has remained substantially unchanged since 1921, 
although decisions of the Treasury and the Board of 
Tax Appeals have clarified still further the nature of 
capital gains. Clarification has been a step in the direc- 
tion of retention of the capital gains tax. 


From the foregoing it becomes apparent that capital 
gains were first a part of ordinary income. Then came 
the second stage in which a flat rate was imposed 
and in which the nature of capital gains was more 
clearly defined. A third stage has now emerged 
in which active opposition to the tax has been aroused. 


That this opposition would eventually appear has 
been foreseen by some economists. Professor Seligman 
four years ago predicted that the eventual solution 
would be found in the establishment of a separate tax 
for capital gains. He argued that capital gains were 
not income properly speaking, and that they should not 
be subjected to income tax rates. However, he did not 
urge the abolition of such taxes. It is one thing to 
recognize that capital gains are not, strictly speaking, 
income, and it is another thing to conclude that because 
they are not, strictly speaking, income that therefore 
they should be exempt not only from income taxes but 
from all other taxes. When Seligman wrote in 1911 his 
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first extensive treatise on the income tax he then pointed 
out that the line of demarcation between capital and 
income could not be clearly drawn for purposes of taxa- 
tion. After Professor Fisher had completed his exten- 
sive study of “The Nature of Capital and Income” he 
concluded that for purposes of taxation the distinction 
would be difficult to carry out in tax practice. When 
the opinions of economists were urged before the 
United States Supreme Court that body replied that, 
“This court has consistently refused to enter into the 
refinements of lexicographers and economists.” A re- 
cent interesting study of “The Definition of Income and 
Its Application in Federal Taxation” by Dr. Hewett of 
the University of Pennsylvania contains much of value 
for those students of the distinctions between capital 
and income. Accountants are still at a loss for accurate 
definitions. Kohler, writing in 1927 concludes: “Per- 
haps no exact definition of ‘income’ or ‘taxable income’ 
exists as yet.” Although the courts and economists do 
not agree on the distinction between capital and income 
the law has attempted to avoid ambiguity and the ac- 
countants have attempted to follow the law with ap- 
proved methods of accounting. 


When the doctors disagree on the nature of the tax 
there is ample opportunity for the taxpayer who objects 


to find something to be said in favor of releasing him 
from the tax. 


There. is no doubt but that a separate tax on capital 
gains would raise the question of constitutionality. The 
Sixteenth Amendment provides for taxes on incomes 
from whatever source derived. And there would be an 
interesting constitutional debate on the meaning of the 
term “income” as written into the amendment. The laws 
which have been written since the amendment employ 
the phrase “gains, profits and income.” Black expresses 
the opinion that the term “gains” is inserted only out of 
abundant precaution, probably to reach gifts, wages, 
legacies, donations or chance gains. Since the practice 
has been to treat capital gain taxes as constitutional 
while a part of the income tax, the probability is that 
it would.be constitutional as a separate and independent 
tax. Eisner v. Macomber® throws considerable doubt 
on this conclusion, however. Before the Supreme Court 
was called upon to define income under the Sixteenth 
Amendment it had devised as a definition “the gain de- 
rived from capital, from labor, or from both com- 
bined.” After the Eisner v. Macomber decision the 
definition of the Supreme Court was changed to read: 
“The gain derived from capital, from labor, or from 
both combined; provided it be understood to include 
profit gained through the sale or conversion of capital 
assets.”” With this definition before him Judge Thomas 
of the Connecticut Federal Court in Brewster v. Walsh 
held that appreciation in the value of capital assets was 
capital gain and not taxable income.* When Walsh 
v. Brewster came before the United States Supreme 
Court it was found to raise the same issue as three other 


2252 U. S. 189: 


3Brewster purchased $191,000 of bonds of the International 
Navigation Company in 1899 and sold them in 1916 for the same 
amount. In the meantime the market value had dropped so 
that on March 1, 1913 they were quoted at 79%% of their face 
value, and on that day Brewster’s holdings on these bonds were 
worth $151,845. Walsh, the Internal Revenue Collector, assessed 
the difference between this amount and the amount for which 
they were sold in 1916, viz., $39,155. Judge Thomas decided this 
was not taxable as “income.”—255 U. S. 536 
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cases; what is income? The Court then reiterated the 
definition given in Eisner v. Macomber and took the 
definite stand that income which includes “profit gained 
through the sale or conversion of capital assets was tax- 
able income.’* The later cases would give ample 
basis for the belief that a separate capital gains tax 
would be constitutional under the Sixteenth Amend- 
ment. 

If Walsh v. Brewster had been sustained the adminis- 
tration of the income tax would have faced whole- 
sale chaos. At the same time the taxation of capital 
gains has become firmly established as a part of the 
income tax. If Congress thought it advisable to set up 
a separate and independent tax, the Supreme Court 
could only with difficulty repudiate these recent de- 
cisions. 

Capital gains should be taxed either as a separate tax 
or as a part of the general income tax. The reasons 
may be briefly outlined. First, the capital gain consti- 
tutes a net accretion to economic power. If the divi- 
dends on stock increase, the market value of the stock 
rises. The dividends are income, the appreciation in 
value is a capital increment until the stock is sold, and 
then, in spite of the fact that the entire sale value may 
be reinvested, there has occurred a realization of income. 
If the holder does not sell but awaits the appreciation in 
value of the capital assets, he stands in the same position 
as the owner of a vacant lot whose taxes increase as the 
land appreciates in value. Both have received an ap- 
preciation in value that is a social product, and they are 
indebted to organized society for this benefit. 

In the second place, unearned incomes, chance gains 
or “fortuitous income” should pay somewhat heavier 
taxes than earned incomes. It is frequently said that 
unearned incomes now pay higher taxes because the 
property is subject to state and local taxation. This ar- 
gument applies only to tangible property. The income 
tax returns show that the greater incomes rely primarily 
upon unearned income and these are now subjected to 
higher income tax rates, hence in the readjustment of 
the income tax if the capital gain tax is repealed then 
some provision must be made for lowering the taxes 
on earned income or for raising the rates on the higher 
incomes. It is doubtful if the general increase in pro- 
gressive rates is as equitable as the present tax which 
takes into consideration the differentiation of the source 
of income, and applies only to those who receive income 
from the sale of capital assets. 

In the third place, if capital gains are excluded as 
taxable income some provision must first be found that 
will prevent widespread evasion of the income tax by 
converting income into capital. The reinvestment of 
the profits obtained through the sale of capital assets 
might continue indefinitely by laying aside enough in- 
come for “spending money.” The effect of heavy rein- 
vestments in capital goods upon the business cycle, upon 
consumers’ income, and upon readjustment of industry 
affords an interesting theoretical problem. 





4See cases 255 U. S. 509; 522; 527. 
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Fourth, if the capital gain is to be taxed, then not 
12% per cent of the gain but the entire gain should be 
taxed. Not 12% per cent of the capital losses should 
be permitted as offset but the entire capital loss should 
be allowed. There is no particular logic in a 12% per 
cent limit. By allowing an accounting for the entire 
capital gain the rate may vary more readily with the 
revenue needs of government, the swing in prosperity 
and depression, and the danger of losses exceeding gains 
with eventual loss to the government may be more 
readily avoided. 


Fifth, there is little reason to believe that the Gov- 
ernment stands to lose through the allowance for losses. 
If losses would be greater than gains the situation would 
be temporary, for business cannot continue in that state 
of affairs. Capital assets change hands for the sake of 
realizing profit. As a rule, owners will not take losses 
simply to avoid the income tax. If losses to the seller 
meant equal gains to the buyer business would be at a 
standstill. It is because capital gains as a whole, exceed 
capital losses as a whole, that the inducement to take 
chances, to obtain fortuitous gains persists among busi- 
ness men. 


Sixth, just as the gift tax grew up from the adminis- 
trative experience surrounding the income and inheri- 
tance tax to stop an important leak in the revenue, so 
too, the capital gains tax has developed to prevent addi- 
tional leaks in the income tax. While it is not desirable 
to multiply taxes, this can be no valid objection where 
it is necessary to round out a more complete and eq- 
uitable tax system. Until the income tax can be written 
in such a manner that it can prevent the leaks without 
the capital gains tax, it is not clear that the capital gains 
tax should be repealed. 


There are two exceptions that readily come to mind 
in which the capital gain is nominal or ostensible only 
and therefore such capital gains should not be taxed. 
First, the capital gain may appear because of a change 
in the general level of prices. In this instance the osten- 
sible capital gain is traceable to a change in the value 
of money and not to a change in the net accretion to 
economic power of the taxpayer. Second, the change 
in the value of the capital asset may be traceable to a 
decline in the interest rate. An increasing capital value 
is required in order to return the same income if the 
interest rate falls. If the capital gain is based on capital 
values traceable to declining interest rates the gain is 
ostensible or nominal only and does not add to the 
economic power of the taxpayer. Under these two 
circumstances capital gains should not be taxed either 
as income or as capital gains. 


The foregoing discussion indicates some of the prob- 
lems that confront the tax makers when the resolution 
of the Bankers’ Association is presented to them. The 
case in favor of repeal is apt to be well stated because 
of the individual interests involved. The case for the 
retention and improvement of the capital gains tax is 
apt to be neglected because of the social: interest in- 
volved. 
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Policy and Procedure Changes Made by 
Bureau of Internal Revenue During 


Fiscal Year 


N HIS annual report for the fiscal year ended June 

30, 1928, the Commissioner of Internal Revenue 
summarizes the policy and procedure changes made dur- 
ing the years as follows: 


Cases involving deficiencies in tax agreed to in the field, 
routed through collectors’ offices.—The practice of forward- 
ing to Washington for listing and assessment cases which 
involved deficiency taxes alone, when the taxpayer and the 
field forces agree as to the deficiency, was discontinued 
during the year. The files in cases with respect to which 
agreements have been secured from taxpayers by internal 
revenue agents are now forwarded directly to the appro- 
priate collectors of internal revenue for listing, and imme- 
diate collection of the tax. This change benefits taxpayers, 
since it permits them to shorten the period during which in- 
terest upon the deficiency is accruing against them. At the 
same time Government collections are made more promptly. 


Copies of depositions for use before Board of Tax Appeals 
to be furnished revenue agents.—In compliance with a re- 
quest from the Commissioner, the Board of Tax Appeals 
promulgated an order on August 22, 1927, to the effect 
that copies of depositions taken for that board and intended 
for the general counsel’s office should be furnished, upon 
request, to the officer representing the bureau at the taking 
of the deposition. The officer or agent thus is afforded an 
opportunity immediately to review the testimony offered 
without the difficulty and expense hitherto involved in ob- 
taining extra copies of the depositions, and can subsequently 
forward the copy to the office of the general counsel with 
appropriate comment. 


Individual returns on Form 1040 to be audited by collec- 
tors’ forces.—Certain collectors were assigned the duty of 
auditing 1040 returns for the years 1926 and 1927 filed in 
their districts. This change was in furtherance of a policy 
that will accomplish a current audit and make possible the 
assignment of a larger number of field employees to the 
work of the 1926 and: 1927 audit. 


Office audits in revenue agents’ offices.—The policy of 
conducting office audits in revenue agents’ offices was con- 
tinued and extended and the methods employed were im- 
proved. An important innovation is the development of 
form letters (always a measure of economy in appropriate 
instances) that are designed to bring the taxpayer with his 
records to the offices of the internal revenue agent in charge 
or to a branch office. Doubtful items or deductions are dis- 
cussed at such conferences and final action stated, since 
the review officials are always available for consultation. 
The letters were carefully designed to inform the taxpayers 
of the advantages that would accrue to them as a conse- 
quence of the new practice. 


Improved forms of deficiency letters—On December 31, 
1927, improved forms of deficiency tax letters were adopted. 
The principal purpose of the change was to state as clearly 
as possible the issues involved in a given case, the theory 
being that if a full explanation is made the taxpayer, in 
most instances where the tax is patently due, will concur in 
the proposed action. The prime purpose, however, was to 
define the issues exactly and clearly in order that if the case 
reaches the Board of Tax Appeals attorneys representing 
the Commissioner and the member or members of the 
3oard before whom the case is tried may readily identify 
the issues involved. 


Reopening of cases.—Directions were issued that all re- 
quests for reopening under the provisions of Treasury De- 
cision 3240 be routed to the office of the deputy commis- 
sioner. Specially qualified men acting under the personal 


supervision of the deputy commissioner consider each peti- 
tion. 


Lists of Board.of Tax Appeals cases furnished collectors 
and agents in charge.—The docket of the Board of Tax 
Appeals is copied daily and each collector and agent in 
charge is furnished with a list of the names and addresses, 
tax years covered, and docket numbers of the cases peti- 
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tioned. These lists are designed to inform the field officers 
when cases developed by them have become the subject of 
petitions to the Board of Tax Appeals and enable them 
promptly to advise the department of pertinent matters in 
respect thereof. 

Copies of returns and related papers.—To shorten pro- 
cedure and to economize in management, instructions were 
issued that certified copies of returns and related papers re- 
quested by taxpayers or their duly accredited representa- 
tives would, in the future, be furnished by the records di- 
vision of the Income Tax Unit. This action eliminates 
duplication, since previously part of the work was done by 
the Income Tax Unit and part by the office of the general 
counsel. 

Water power, riparian rights, and power leases.—Among 
other efforts that have been made to coordinate the activities 
of the field and Washington forces, field officers were di- 
rected to call upon the engineering section of the Income 
Tax Unit in Washington for advice and assistance in the 
consideration of cases involving the valuation of water 
power, riparian rights, and power leases. Much valuable 
data are on record in that section in Washington and men 
especially qualified in such matters are attached to the en- 
gineering section. The use of this source of information 
will materially reduce costs of investigation of this type of 
case, will permit more accurate adjustments, and will ex- 
pedite settlements. 


Minor administrative changes.—Matters which may ap- 
pear at first blush to be of little consequence were not 
neglected, a notable instance of the attention given to such 
matters being evidenced by an instruction to all concerned 
that care should be exercised in the preparation of manu- 
script copy for typing. If copy is properly prepared many 
rewrites will be eliminated and the time of operatives and 
reviewing officers conserved. Employees were directed: to 
refer to the year or years involved in communications ad- 
dressed to revenue agents in charge. By so doing much 
searching of the card files in the records division, to identify 
the years covered for the purpose of recording certain infor- 
mation .contained in the letters, has been eliminated. This 
is in consequence of the procedure which necessitates a 
record in Washington in indication of the field job pending. 

In letters to taxpayers the practice of referring to the 
date of a revenue agent’s report was discontinued, and a rule 
that the tax year involved becomes the reference was an- 
nounced. 

The procedure of having taxpayers forward applications 
for closing agreements under the provisions of Section 1106 
(b) directly to Washington, with the subsequent necessity 
of the unit requesting from the collector an account analysis, 
was abandoned during the year, and taxpayers were re- 
quested to send their applications to collectors of internal 
revenue. At the same time instructions were issued to 
collectors to certify the accounts in transmitting the appli- 
cations to Washington. 


The routing of routine mail addressed to internal-revenue 
agents in charge and prepared in the administrative units 
through the field procedure division was discontinued. This 
action established real economy in a fair measure and 
assisted in expediting the work of the bureau. 


Moving the man to the job.—A further move in this re- 
spect made during the year, and considered to be outstand- 
ing, was that which directed in the audit review division the 
abandonment of the organization plan that maintained a 
separate review section. All review work is now done in 
the section developing the audit. There is no less thorough- 
ness in this review, and there is avoided the case movement 
so costly in time and money that theretofore prevailed. 


Constructive suggestions from employees.—During the 
year an invitation was extended certain units of the bureau 
to have employees submit suggestions on or criticism of 
bureau procedure, and much valuable thought was pre- 
sented. It is, at all times, the policy of the department to 
invite and carefully consider suggestions from its personnel. 


All open years to be adjusted.—The policy of closing, 
wherever practicable, all unaudited years was reannounced. 
The rule is advantageous to taxpayers and protective to the 
Government, since if, as often occurs, there are overpay- 
ments for some and underpayments for other years, the 
amounts may be set off one against the other. 
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Average Tax Rate of 195 Cities Higher in 
1928 Than in the Previous Year 


EEPING step with the increasing amount of 

municipal bonds outstanding, the tax rates of 195 
reporting representative cities of the United States for 
1928 showed an average increase amounting to 80 cents 
for each $1,000 over 1927. C. E. Rightor of the De- 
troit Bureau of Governmental Research, in his annual 
compilation of tax rates for the National Municipal 
League, reports that of these 195 cities, 117 showed an 
increase, fifty-seven a decrease, and twenty-one no 
change. For thirteen representative cities of Canada 
reporting, the increase over last year amounted to 13 
cents on $1,000 of assessed valuation. 

Cognizance is taken of the fact that while many cities 
show their tax rate nominally unchanged from year to 
year, the difference is made up by -increasing the as- 
sessed valuations. As Mr. Rightor points out, the rate 
alone is decidedly inadequate as a basis for comparison 
between cities. The comparative real tax burden may 
be indicated only when the tax rate is expressed as 
applied to the true cash or market value in all cities. 

Different principles and practices in taxation, such as sep- 
aration of sources of state and local revenues, classification 
of property, etc., result in a wide range in rates, Mr. Rightor 
reports. Analysis of the uniform 100 per cent tax-rate col- 
umn, the adjusted tax rate, discloses a range in the total rate 
from $84.50 per $1,000 assessed valuation for Columbia, 
S. C., to $14.14 for Lancaster, Pa. For the Canadian cities, 
the range is from $36.66 for Edmonton, Alberta, to $20.50 
for Montreal. The average rate for all cities of the United 


States and Canada is $33.39, as compared with $33.16 for 
1927. 

The only way of comparing the actual tax burden in these 
cities is to revise the foregoing adjusted tax rates further 
upon the basis of assessing practice in applying the 100 per 
cent value. This revision, as has been stated, must merely 
be a guess today, owing to the absence of adequate studies 
of such practice. The range in rates upon such readjusted 
basis is found to be from $42.53 for Saginaw, Mich., to $9.60 
for Winston-Salem, N. C. For the Canadian cities, the 
range is from $36.66 for Edmonton to $20.50 for Montreal. 
The average for all cities is $24.07. 

Property taxes constitute nearly two-thirds of the revenue 
receipts of cities of more than 30,000 population. It is of 
interest to note that this report shows that for 146 cities, 
selected for purposes of comparison, a gradual increase from 
this source of revenue went from 61.4 per cent in 1903 to 
65.6 per cent in 1925. 


Tax Cases Under Advisement in Supreme 


Court Awaiting Decision 
ECISIONS in a number of tax cases which the 
United States Supreme Court has under advise- 
ment are expected after the reconvention of the court 
on January 2, 1929, following an adjournment of three 
weeks. 

Among the eleven tax cases in which arguments 
have been submitted orally or by printed briefs are 
two involving the constitutionality of the provision of 
the Revenue Act of 1921, requiring the donee, upon 
the sale of property acquired by gift, to use the cost 
of the property to the donor as the basis for computing 
profit subject to the income tax. No. 16.—Elizabeth 
C. Taft, Petitioner, v. Frank K. Bowers, Collector; 
No. 17.—Gilbert C. Greenway, Jr., Petitioner, v. Frank 
K. Bowers, Collector. 

A summary of the other tax cases awaiting the de- 
cision of the Court follows: 

No. 31—Botany Worsted Mills, Petitioner, v. United States. 
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On writ of certiorari to Court of Claims. A question involved 
is whether an agreement entered into between the taxpayer and 
the Commissioner under which the taxpayer accepted partial 
disallowance as to compensation paid its officers and received 
concessions as to other disputed items and paid its tax for 1917 
operates as an executed contract of settlement binding the tax- 
payer and precluding it from maintaining a suit for taxes 
erronecusly or illegally collected. Argued Nov. 20, 1928. 

No. 33.—Surplus Trading Co., Plawmtiff in Error, v. J. M. 
Haynie, Sheriff and Ex-officio Collector of Taxes, etc. In 
error to Arkansas Supreme Court. In this case the right of a 
state or any of its taxing agencies to levy a personal property 
tax on goods stored on a Government military reservation and 
—— by a private individual is contested. Argued Nov. 
21, 1928. 

No. 39.—Freancis Beidler II and George Engelking, Execu- 
tors, Vv. South Carolina Tax Commission. In error to South 
Carolina Supreme Court. Question at issue is whether the 
state may tax a nonresident creditor of a resident of that state. 
Argued Oct. 22, 1928. 

No. 58.--Benjamin Russell, J. N. Steverson, et al., Petitioner, 
v. United States. On writ of certiorari to Circuit Court of 
Appeals, Fifth Circuit. (Decision of lower court, 25 Fed. (2d) 
249.) The question at issue is whether a suit filed on January 
23, 1925, to collect a tax assessed in March, 1924, on account 
of income and profit taxes for the year 1918 is barred by the 
statute of limitations. The question was presented with special 
reference to Sec. 278 (e) (2) of the Revenue Act of 1924. 

No. 77.-—The Chase National Bank of the City of New York, 
et al., etc., v. United States. On certificate from the Court of 
Claims. Question of whether insurance policies naming certain 
beneficiaries are part of the estate of a decedent so as to be 
taxable under the Revenue Act of 1921. Argued Nov. 27 and 
28, 1928. 

No. 79.—Leo Salomon, et al., v. State Tax Commission of 
New York. In error to New York Surrogates Court of New 
York County. Validity of New York state transfer tax con- 
tested. Argued on Nov. 28, 1928, as one case with No. 8(0— 
Nettie I. Simonson, ct al., v. State Tax Commission of New 
York. 

No. 90.—Mabel G. Reimecke, Collector, v. Northern Trust 
Company, Executor. Questions involved: (1) Were the trusts 
created in March, 1919, intended to take effect in possession or 
enjoyment at or after the decedent’s death? (2) Does the 
power of Congress extend to the taxation of the trusts created 
in March, 1919, inasmuch as the 1921 Act, imposing such a tax, 
was passed subsequent to the date of their creation; (3) Is the 
1921 Act unconstitutional so far as it purports to tax the 
trusts created prior to. September 8, 1916? [The trusts con- 
cerned in the case were not irrevocable.}] Argued December 
5, 1928. 

No. 98.—Lash’s Products Company, Petitioner, v. United 
States. The question presented is whether the payment of an 
excise tax imposed upon the manufacture and sale of soft 
drinks by Section 628 of the Act of 1918 decreases the selling 
price of the beverages by the amount of the tax and makes 
such decreased amount the measure of the tax. Argued De- 
cember 6, 1928. 


Court Decisions 





Bad debts.—A stipulation that a trust certificate repre- 
senting a bond of a corporation going through receivership 
was charged off by a bank in 1919 upon recommendation of 
an examiner of the Clearing House Association supple- 
mented by independent investigation by the taxpayer, was 
held not to have established that such debt was ascertained 
to be worthless in that year—Court of claims of the United 
States in The Broadway Savings Trust Company v. The 
United States. No. H-300. 

Bad Debts, Reserves for.—The evidence as to the grounds 
for an addition to a bad debt reserve deducted in 1921 by a 
taxpayer (which had set up such a reserve in 1919) in addi- 
tion to debts ascertained to be worthless and charged off, 
was held to be highly persuasive, if not entirely conclusive. 
The order of the Board of Tax Appeals in Dec. 2897 [C. C. 
H.], 8 B. T. A. 555, in which the Board denied a deduction 
for an addition to a bad debt reserve claimed in addition to 
debts ascertained to be worthless and charged off, and 
allowed a deduction for bad debts, was vacated and re- 
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manded with instructions to consider, legally and reason- 
ably, claimed deductions of items consisting of a debt dis- 
allowed and the addition to the reserve claimed, as addi- 
tions to the reserve allowable, in whole or in part, in the 
sound discretion of the taxing authorities—United States Cir- 
cuit Court of Appeals, Fifth Circuit, in Rhode Island Hos- 
pital Trust Company v. Commissioner. No. 2260. Oct. Term, 
1928. 

The opinion says in part: 

“To hold, as the Board of Tax Appeals apparently did 
hold, that the evidence did not warrant the Commissioner 
in exercising discretion favorable to the bank’s claim—be- 
cause there was ‘no evidence with respect to its experience 
as to losses over a period of years upon which a reasonable 
reserve might be predicated,’ was, as matter of law, wrong. 
Very few, if any, banks would, in the fall of 1921, have 
acted wisely if they had taken the ‘experience as to losses 
over a period of years’ as then a basis for a reserve for bad 
debts. Unusual conditions call for unusual measures. The Board 
of Tax Appeals in effect ruled that the unusual conditions of 
1920-21 should be disregarded, and that this bank was en- 
titled to make no increase in its reserve except on the basis 
of experience as to losses over a period of years. That was 
plainly error.” 

Charitable Contributions.—The net income upon which 
the 15% limitation is to be applied in determining maxi- 
mum deduction for charitable contributions for 1918 and 
1919 may not include the net income derived in those years 
from a business conducted as a sole proprietorship, prior to 
incorporation in 1919, which the taxpayer elected to have 
taxed as corporate income under Sec. 330, Act of 1918. 
District Court decision reported at D-8168, above, affirmed. 
—United States Circuit Court of Appeals, Second Circuit, 
in Reuben Sadowsky v. Charles W. Anderson; Collector. 

Collection by Distraint, Injunctions to Enjoin.—Sec. 
274 (a), Act of 1926, permitting injunction pending an in- 
quiry before the Board of Tax Appeals extends not only to 
the collection of a deficiency asserted by the Commissioner 
which was appealed to the Board, but also extends to any 
unpaid portion of the original assessment. District Court 
decision, 24 Fed. (2d) 576, reversed and remanded.—United 
States Circuit Court of Appeals, Fifth Circuit, in Peerless 
Woolen Wills v. J. T. Rose, Collector. No. 5256. 

Deductions from Gross Income.—Annual payments to the 
taxpayer's mother in 1921 and 1922 were held not to be 
deductible from gross income, where paid pursuant to a 
contract executed in 1914 between a father and his sons 
(one of whom is the taxpayer), providing for the revoca- 
tion of a former trust agreement involving the same parties 
and property, and the transfer to the sons of all of the 
father’s interest in a partnership in consideration of a 
promise to pay an annuity to the father during his life, and, 
upon his death, to his wife for her life if she survive him. 

T. A. Dec. 3263 (C. C. H.}, 9 B. T. A. 955, afirmed.— 
United States Circuit Court of Appeals, Seventh Circuit, 
in John W. Scott v. Commissioner of Internal Revenue. No. 
4083. Oct. Term, 1928. 

Dividends Placed in Trust—Taxation of.—Dividends on 
stock endorsed in blank by the seller, and placed with a 
trustee to secure the seller pending the completion of in- 
stallment payments, to be applied by the trustee to the dis- 
charge of the purchaser’s indebtedness, are taxable to the 
purchaser of the stock, and not to the seller—Court of 
Claims of the United States in Charles B. Long v. The 
United States. No. H-412. 


Federal Estate Tax.—Proceeds of life insurance policies 
on life of decedent payable to his estate taken out prior to 
1903 are properly included in gross estate for estate tax 
purposes under Act of 1918.—Court of Claims of the United 
States in John L. Minmaugh, Jr.. Executor, v. The United 
States. 

Decedent’s gross estate should include no part of the 
trust funds consisting of a residuary estate bequeathed by 
the father of the decedent’s husband in trust, providing for 
the payment of specified amounts to his wife and one son 
during their life, and to the decedent’s husband and another 
son, and, after the death of the two life tenants, for the 
distribution of the corpus to the other sons, and to the issue 
of the deceased son, where one life tenant, upon whose 
death the trust terminated, survived both the decedent and 
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her husband who had bequeathed to the decedent one-half 
his share in his father’s estate—Court of Claims of the 
United States in Emily G. Hamlin, Administratrix, v. The 
United States. No. D-877. 


Missouri inheritance taxes paid by the trustees of a de- 
cedent’s estate under the Missouri law of 1917 are deduc- 
tible as a charge against the estate in computing the net 
estate subject to the federal estate tax imposed by the 
Revenue Act of 1916.—District Court of the United States, 
E. Div. of E. J. Dist. of Missouri, in John G. Lonsdale, et al., 

. United States of America. 


Gain or Loss on Sale of Building—Allowance for Depre- 
ciation.—_In computing the taxable gain or loss from the 
sale in 1920 of a building purchased in 1915, the cost must 
be reduced by the depreciation allowable during the period 
of ownership, irrespective of the fact that the taxpayer, dur- 
ing such years, received no benefit of the annual deprecia- 
tion allowances since other deductions exceed its taxable 
income... B. T. A. Dec. 2724 [C. C. H.j,°7-B. T. A. F108. 
affirmed.—United States Circuit Court of — Second 
Circuit, in Hardwick Realty Company, Inc., v. Commissioner 
of Internal Revenue. 

Income, Taxable——Annual payments for life which a 
widow elected to accept under the will of her deceased 
husband in lieu of her statutory interest in his estate under 
the Nebraska law are not taxable income to her under the 
1918, 1921 and 1924 Acts until she shall have recovered the 
value of her interest in the estate, since by her election to 
take under a will she became a purchaser for value of the 
yearly payments. District Court decision, 22 Fed. (2d) 415, 
affrmed.—United States Circuit Court of Appeals, Eighth 
Circuit, in Arthur B. Allen, Collector, v. Mrs. Arthur D. 
Brandeis; United States of America v. Mrs. Arthur D. Bran- 
deis—Nos. 8031-8032, Sept. Term, 1928. 

Insurance Companies.—A mutual life insurance com- 
pany’s invested capital for 1917 includes the amount of the 
reserve funds maintained by it, as required by law, made 
up of premium payments paid in for insurance policies. 

A mutual life insurance company’s gross income, for in- 
come and capital stock purposes, should not be reduced by 
the amount of the net additions to its deferred dividend 
reserves which it was required to maintain by State stat- 
utes, under the provisions of Sec. 12 (a) Second, Act of 
1916, and Sec. 234 (a) (10), Act of 1918.—Court of Claims 
of the United States in The Minnesota Mutual Life Insur- 
ance Company vy. United States. No. F-65. 

Invested Capital——Consolidated invested capital was 
properly computed under Sec. 207, Act of 1917 and Secs. 
331 and 326 (a), Act of 1918, where, subsequent to March 
3, 1917, a company exchanged its stock for stock in a new 
corporation and the stock of the new company was there- 
after held and controlled by the same individuals who had 
owned and held the stock of the old company. United Cigar 
Stores of America v. U. S., 62 Ct. Cls. 137, distinguished.— 
Court of Claims of the United States in The American 

Molasses Company of New York v. The United States. No. 
H-45. 





Interest on and discounts from money borrowed for con- 
struction purposes, attributable to the construction period, 
may not be included in invested capital. B. T. A. Dec. 
3250 [C. C. H.], 9 B. T. A. 904, affirmed.—United States 
Circuit Court of Appeals, Sec. Circuit, in The Oswego and 
Syracuse Railroad Company v. Commissioner. 

A revaluation of assets for invested capital purposes was 
held not justified by reason of the recapitalization of a cor- 
poration in 1914 whereby, after an amendment to its charter, 
it exchanged such stock for stock of a like par value of a 
holding corporation which held all of its stock, liquidated the 
holding corporation and cancelled its own stock so received. 
The Commissioner’s valuation for invested capital purposes 
of other stock received upon liquidation approved. 

Board of Tax Appeals erred in holding that the evidence 
was insufficient for the determination of the cost to a news- 
paper of building up a circulation structure which ad- 
mittedly should have been restored to invested capital, such 
cost having originally been charged to expense.—Court of 
Appeals of the District of Columbia in News Publishing 

(Continued on page 30) 
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En state of the Treasury at the close of the current 
fiscal year has become a major bone of contention in 
Congress as a result of conflicting prophecies by govern- 
ment officials. In the budget for the fiscal year 1929, trans- 
mitted to Congress in December, 1927, a surplus for the 
year of $252,540,283 was predicted. A deficit of $94,279,346 
is in prospect, according to an estimate announced on 
August 26, 1928 by Herbert M. Lord, Director of the Bud- 
get. On December 5, in the annual budget message to 
Congress, President Coolidge foresaw a surplus of $36,990,- 
192, but less than two weeks later, on December 11, the 
President expressed fear of a deficit on account of a sup- 
plemental estimate of tax refund requirements, amounting 
to $55,000,00@. On December 20, Undersecretary of the 
Treasury Ogden L. Mills was quoted by the press as hold- 
ing the opinion that unless Congress expended large addi- 
tional sums the Department of the Treasury will not end the 
current fiscal year with a deficit. 

In view of these conflicting estimates Representative 
Garner of Texas recently reiterated on the floor of the 
House previous charges that the Secretary of the Treasury 
“invariably makes his estimates to support the views and 
legislation he wants to get from this House. When he 
wanted to defeat the budget, he estimated a deficit. Ninety 
days afterwards, when there was an occasion to show there 
was plenty of money on hand, he estimated a surplus of 
$37,000,000.” 

According to a statement by Undersecretary Mills, the 
final figures on tax refunds had not reached the Director of 
the Budget when his estimate of the surplus as of June 30, 
1929 was made. 


N ADDITION to $130,000,000 previously appropriated 

by Congress for refunding during the fiscal year 1929 
internal revenue tax erroneously or illegally collected, Presi- 
dent Coolidge on December 11, requested Congress to make 
a supplemental appropriation of $75,000,000. The appro- 
priation is requested subject to the provision that “a report 
shall be made to Congress by internal revenue districts and 
alphabetically arranged of all disbursements hereunder in 
excess of $500 as required by Section 3 of the Act of May 
29, 1928 (45 Stat. p. 996), including the names of all per- 
sons and corporations to whom such payments are made, 
together with the amount paid to each.” 










Bas work of the Special Advisory Committee receives 
commendation by the Commissioner of Internal Revenue 
in his annual report for the fiscal year ended June 30, 1928. 

From the date of its creation as an emergency organiza- 
tion on July 28, 1927, the committee disposed of 9,659 cases. 
Of this number, the committee took jurisdiction and con- 
sidered to a conclusion 7,566 cases, and reached an agree- 
ment or eliminated the necessity of filing an appeal in ap- 
proximately 55 per cent of the cases. 

In order to work toward the settling of cases with the 
least expense and inconvenience to the Government and the 
taxpayers, there have been assigned throughout the country 
28 revenue agent conferees as representatives of the com- 
mittee in offices of revenue agents in charge. A _ special 
article for the magazine is in preparation describing the 
work, accomplishments and personnel of this auxiliary 
organization. 


CCORDING to the report of Commissioner of Internal 
Revenue for the fiscal year ended June 30, 1928, de- 
ficiency taxes, and interest thereon, in the sum of $293,- 
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861,079.90 were assessed, compared with $276,096,454.33 as- 
sessed during the previous year. Of the total, $198,108,- 
881.39 was assessed in Washington under regular procedure, 
while $27,767,846.73 was handled under the provisions of 
Mimeograph No. 3552, the effect of which is to shorten the 
interest period and permit the routing of deficiency tax 
cases, agreed to by taxpayers, from revenue agents to col- 
lectors for listing and immediate collection. 

“Because it was felt that collection would be jeopardized 
by delay, assessments totaling $45,685,725.80 were made 
without allowing the taxpayers the right of appeal prior to 
assessment. Interest upon the deficiency taxes in the 
amount of $22,298,625.98 is included in the total amount 
stated as assessed for 1928, but no such figures on interest 
charged aré included in the assessments for the preceding 
rear. 

, “The amount of $18,481,864.62 was made available for im- 
mediate collection during the year as a consequence of the 
rejection of claims in abatement and of claims for credit. 


Claims and Overassessments 


“Allowances were scheduled in respect of 30,525 cases, 
where taxpayers had filed claims, and in respect of 56,136 
cases, where no claims were filed by taxpayers. The total 
amount of overassessments stated was $208,398,978.14. Of 
this amount, -$95,280,950.93 was refunded and $113,118,027.21 
abated or credited. Interest in the total sum of $26,402,- 
332.59 was paid.on the amounts refunded or credited. The 
number of claims rejected was 15,506, and the amount in- 
volved in such claims was $289,631,791.76. The total number 
of claims disposed of during the year was 46,031, and the 
money involved in such claims was more than one-half 
billion dollars. - 

“The number of claims filed during the year was 43,981, 
and the amount involved $486,603,619.26. During the pre- 
vious year claims to the number of 47,808, involving $462,- 
896,449, were received. At the end of the fiscal year 12,818 
were pending settlement. This is the smallest number of 
claims remaining unadjusted at the close of any fiscal year 
since the enactment of the war revenue acts. Because cer- 
tain provisions of the 1928 Act are retroactive an appreciable 
increase in the number of claims for refund filed during the 
closing months of the fiscal year was noted.” 

Claims approved during the fiscal year 1928 for payment 
from the refunding appropriations on account of taxes il- 
legally collected totaled $142,393,567.17. The amounts of 
refunds by tax-year classifications were: 1926 and prior 
years, $98,503.80; 1927 and prior years, $9,666.78; 1928 and 


prior years, $142,285,396.59. 


On June 30, 1928, there were 20,551 cases involving the 
taxable years 1917 to 1925 pending before the Washington 
divisions of the Income Tax Unit. The distribution of these 
cases among the divisions and sections of the Unit were as 
follows: Audit Review Division—personal, 7,263; corpora- 
tion, 2,028; special assessment, 324; consolidated returns, 
5,413; engineer section, 3,024; Special Adjustment Section 
—2,237. Clearing Division—262. 

Practically all of the cases pending for the years 1917 to 
1921 are pending before the sections handling consolidated 
returns cases or cases involving fraud. In the latter cases 
the statutes of limitation do not run against the Government. 


NTERNAL revenue collections for November amounted 

to $80,970,461.72, an increase of $419,875.73 over collec- 
tions in the same month of last year, according to a com- 
pilation by the Bureau of Internal Revenue made public 
December 20. Total collections of $837,157,802.86 from 
July 1, to November 30, 1928, however, represented a de- 
crease of $8,030,485.50, as compared with the corresponding 
period of last year. 

Of the aggregate collections in November, $32,112,104.04 
represented income tax receipts, as against $30,084,972.47 for 
November, 1927. The remaining collections were from mis- 
cellaneous sources, aggregating $48,858,375.68 for the 1928 
month, as against $50,465,613.52 for November, 1927. 


ASHINGTON predictions at this writing were that 
YY the new income tax and consolidated returns regula- 
tions would not be released until around January 20. About 
the same length of time intervened after the passage of the 
Revenue Act of 1926 before Regulations 69 were issued, 
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You can employ as Your 


WASHINGTON REPRESENTATIVE 


A* ESTABLISHED organization of specialists who 
will conscientiously handle your entire business, 
economic and legal affairs with the Government. Our 
services include regular contact with all Government 
offices in representing you and obtaining information, 
special research on commercial and industrial prob- 
lems, legal counsel and representation before the Fed- 
eral Departments or Courts, and special reports on all 
Government activities relating to your specific inter- 
ests. This is a specialized service to fit your individual 
requirements at a cost commensurate with the work 
performed. 


Address the Research Division and details will be furnished 
without obligation. 
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Visualizing Statisticians 
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Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax: 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 











The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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while Regulations 65 were available to the public five 
months after the enactment of the Revenue Act of 1924. 


LTHOUGH Italy is tragically overpopulated, the gov- 

ernment is levying a tax on bachelors, which from the 
fiscal point of view is a success. The first ten months of 
the present year have yielded 3,012,000,000 lire, as against 
3,010,000,000 in 1927. Decreases occurred in the proceeds 
of taxes on business and manufactures, but they were 
smaller than what had been allowed for in the budget esti- 
mates. 

Interest has been taken in the “bachelor tax,’ which in 
the first four months of 1928 is stated to have yielded 19,- 
500,000 lire, as against 14,500,000 in the corresponding period 
of 1927. The rate for this tax has recently been doubled, 
an action which was approved by the markets, notwith- 
standing that the increase was declared by the government 
to have a primary “moral purpose.” The point made is that 
it can easily be borne by those who have not the expense of 
raising a family. ees ee he 
Court Decisions 

( Continued from page 27) 
Conpeny v. David H. Blair, Commissioner of Internal Revenue. 
No. 4664. 


Evidence held sufficient to sustain decision by Board of 
Tax Appeals [Dec. 2854 [C. C. H.], 8 B. T. A. 429], to the 
effect that non-interest bearing demand notes paid in for 
stock by a solvent stockholder may not be included in in- 
vested capital where not bona fide paid in and where evi- 
dence indicated there was no intention to demand payment 
of the notes.—United States Circuit Court of Appeals, Third 
Circuit, in Thomas Cronin Company v. Commissioner of In- 
ternal Revenue. No. 3880, Oct. Term, 1928. 

Losses, Deductible.——lI.oss sustained in 1917 from em- 
bezzlement by an employee, which was ultimately compen- 
sated for by a bonding company in 1920 after litigation, was 
held not deductible as a bad debt ascertained to be worth- 
less in 1918 when the bonding company first denied liability 
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and suit was started against it, nor in 1919 when the lower 
court decided against the taxpayer, such judgment being 
reversed upon appeal in 1920—Court of Claims of the 
United States in Piedmont Grocery Company, a Corporation, 
v. The United States. No. F-127. 


Personal Service Classification—A corporation engaged 
in buying and exporting grain was held not entitled to 
classification under Sec. 209, Act of 1917, as a corporation 
having not more than a nominal capital.—Court of Claims 
of the United States in C. B. Fox Compamy, Inc., v. The 
United States. No. F-336. 


Personal service classification was denied a corporation 
acting as building manager, capital being considered a ma- 
terial income producing factor since a material part of its 
income resulted from dividends received from investments 
in stocks and bonds of other corporations. B. T. A. Dec. 
2340 [C. C. H.], 6 B. T. A. 795, affirmed.—United States 
Circuit Court of Appeals, Eighth Circuit, in Cowkhn-Zonne- 
Loomis Company v. Commissioner of Internal Revenue. No. 
339, September term, 1928. 

A live stock commission company was denied classifica- 
tion as a personal service corporation, capital having been 
held to be a material income producing factor. B. T. A. 
Dec. 2687 [C. C. H.], 7 B. T. A. 985, affirmed.—United 
States Circuit Court of Appeals, Eighth Circuit, in Denver 
Live Stock Commission Co. v. Commissioner of Internal Reve- 
nuc. No. 8163. September term, 1928. 

Procedure Before the Board.—The fact that the Commis- 
sioner’s answer to a petition before the Board of Tax Ap- 
peals was not under oath did not result in a default or a 
shifting of the burden, the rules of the Board governing 
practice and procedure, which it had the authority to pre- 
scribe, not requiring such verification—United States Cir- 


. cuit Court of Appeals, Seventh Circuit, in Sant Greengard v. 


Commissioner of Internal Revenue. No. 4026. October term, 
1928. 


Recovery of Taxes by Suit.—Taxes for 1918 and 1919 vol- 
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THE NATIONAL INCOME TAX MAGAZINE 


© ay Gdlewes 


“New Light on an “Old Subject” — 


T LAST—a book which has succeeded in 
A bridging the gap between the layman’s 
general knowledge of the income tax 

and the expert’s experience and technique. 


The income tax is no longer a mere passing 


visitor. It has come to stay. Neither the 
lawyer nor the accountant can avoid respon- 
sibility for insufficient familiarity with the 
law. Clients have a right to look to their 
attorneys for light and guidance in tax matters. 


This work by Dr. Klein should prove an 
open sesame to all those who desire to become 
thoroughly familiar with Federal Income Tax 
procedure. Authoritative, concise, clear, and 
interesting—the subject matter is developed so 
that real help is rendered. 


Among the 48 chapter headings are the 
following: 


Bird’s-Eye View of the 1928 Act (A concise 
and comprehensive treatise on the elements 
of the law) 

Tax Avoidance and Tax Evasion 

Nature and Scope of Income 

Accounting for Income Tax Purposes 

Exchanges and Reorganizations 

Transferees of Assets 


Ten chapters deal with the determination of tax and the 
assessment, payment, and collection thereof. Two of these 
chapters are devoted to re-determination by the Board of 
Tax Appeals and court Procedure. 


“Feperat Income Taxation” 


By DR. JOSEPH J. KLEIN, former President of the 
New York State Society of Certified Public Account- 
ants; lecturer on Income Taxation at the College of the 
City of New York; member of the New York Bar and 


senior member of Klein, Hinds & Finke, Certified 
Public Accountants. 


With an introduction by 


FREDERICK B. RoBinson, PH.D., LL.D., 
President, College of the City of New York 


The book will be available in February, 1929, 
after the promulgation of Regulations 74. 


A a i 


Probable Price, Less Than $10.00 


Reservations for copies may be made NOW. To 


avoid delay in delivery, mail the reservation coupon 
at once. 


WILEY RESERVATION COUPON 


John Wiley & Sons, Inc. 
440 Fourth Avenue, New York City. 


Please reserve for m copies of FEDERAL 
INCOME TAXATION. + Dr. Joseph J. Klein which 
will probably be published in February of 1929. It is 
understood that the price of the book will not exceed 
ten dollars ($10.00) 
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untarily paid and without protest may not be recovered in 
a suit which was pending at the time Rev. Stats. Sec. 3226 
was amended in 1924 since subdivision (b) of the amending 
section precludes retroactive application. This decision is 
contra to the decision by the same court in the same case 
rendered in October [not yet reported].—United States 
Circuit Court of Appeals, Second Circuit in Daniel Winant, 
et al., Executors, v. Bertram Gardner, Former Collector. 


Refunds—Statute of Limitations—An overpayment of 
taxes may not be refunded where no claim for refund there- 
for was filed within the statutory period, and a claim for 
refund based upon the right to special assessment filed after 
the expiration of the statutory period under the applicable 
act, does not relate back to a claim for refund for the same 
year, filed within the statutory period, which was not based 
on any of the grounds given in the later claim.—Court of 
Claims of the United States in Jonesboro Grocery Company 
v. The United States. No. E-562. 


Reorganizations.—A reorganization was not. effected 
where the stockholders owning 63 per cent of the stock of a 
corporation in bankruptcy in 1915 advanced on behalf of a 
corporation organized to acquire at bankruptcy sale the as- 
sets of the bankrupt corporation the cash necessary to ac- 
quire such assets in exchange for all its stock. The basis 
for the sale in 1917 of such stock is the amount advanced 
to the corporation for the purchase of the assets.—United 
States Dist. Court, No. Div. of E. D. Tenn., in L. J. A. 
Petree v. United States of America; S. B. Luttrell v. United 
States of America. October 31, 1928. 

Returns—Amended Separate Returns Where Joint Return 
Originally Filed—A husband and wife who originally filed 
a joint return for 1922 may not thereafter, by filing amended 
separate returns, have their tax liability determined for such 
year upon the basis of such separate returns. B. T. A. Dec. 
2537 [C. C. H.], 7 B. T. A. 310, affirmed.—United States 
Circuit Court of Appeals, Seventh Circuit, in William A. 
Buttalph v. Commissioner of Internal Revenue. No. 4028. Octo- 
ber term, 1928. 


Salaries, Reasonable—Sums paid to corporate officers 
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pursuant to resolutions of the board of directors providing 
for the payment of such sums for services to be rendered 
the corporation “to be payable out of any surplus profits and 
to be charged against their dividend accounts, if any,” were 
held to be reasonable salaries and deductible as such by the 
corporation, the fact that such sums were entered as loans 
on the books not foreclosing the taxpayer from showing the 
real facts of the transaction.—Court of Claims of the United 
States in A. Kreamer, Inc., a Corporation, v. The United 
States. No. F-207. 

Transactions Entered Into for Profit—Purchase of Resi- 
dence.—The Court was unable to hold that there was no 
substantial evidence to sustain the finding of the Board of 
Tax Appeals that the purchase of a residence was not a 
“transaction entered into for profit” resulting in no de- 
ductible loss upon sale thereof in 1921 where the taxpayer 
resided in the property up to the time of sale except for 
several short periods when he was absent from the country, 
Heiner v. Tindle, 48 S. C. 326, above, distinguished. B. T. A. 
Dec. 2607 [C. C. H.], 7 B. T. A. 630, affirmed.—United 
States Circuit Court of Appeals, First Circuit, in Henry 
De Ford vy. Commissioner of Internal Revenue. No. 2252. Octo- 
ber term, 1928. 

Trust Held Taxable as Association—Trust held taxable 
as an association under the rule in White v. Hornblower, 
et al., 27 Fed. (2d) 777, and subject to capital stock tax im- 
posed by the Acts of 1918, 1921, and 1924. Judgment of the 
District Court, 26 Fed. (2d) 989, vacated and remanded— 
Circuit Court of Appeals, Ist Circuit, in United States of 
America v. J. Henry Neal, et al., Trustees. 


The amount received by an inventor in 1920 as compensa- 
tion for the transfer to his employer in 1911, of all of his 
interest in a certain patent application, did not constitute 
income to him for 1920 but was “the purchase price of capi- 
tal sold in 1911,” where, at the time of the transfer, the in- 
ventor knew of a rule of his employer that “a sum of 
money” would be paid, the amount depending upon the cir- 
cumstance, the patent not being finally issued until 1918 
after litigation conducted by the employer.’ B. T. A. Dec. 














Act of 1928 Compared 


Comparison of the Act of 1928 with prior acts is 
particularly important on account of the new ar- 
rangement of the Act of 1928. 


Gives Comparisons at a Glance 


Similar sections of the various laws from 1917 
to 1928, both inclusive, are arranged in pari materia 
in parallel columns. This in itself permits an im- 
mediate comparison of the many changes which 
have been made in the various acts. 


FEDERAL INCOME AND ESTATE TAX 


Correlated and Annotated 
(Fourth Edition) 


INCLUDING THE REVENUE ACT OF 1928 | 
by 


WALTER E. BARTON and CARROLL W. BROWNING | 
of the Washington, D. C. Bar | 











LAWS | 





Thousands of Decisions in Annotations 

The annotations include thousands of decisions 
of the Federal Courts and the Board of Tax Ap- 
peals with footnote references to the language of 
the respective acts involved in the decisions. 

Provisions of the Constitution and 
Revised Statutes 

The provisions of the Federal Constitution and 
the Revised Statutes of the United States appli- 
cable to Federal Income and Estate Taxation are 
also included with annotations. 





All of the Federal Income and Estate Tax Laws 
from 1909 to 1928, inclusive, with copious annota- 
tions are included, thus providing in one conven- 
ient volume all of the acts beginning with 1909 and 


1324 EYE STREET N. W. 


One Volume—Buckram Binding—Price $15.00 Delivered 
For Sale By 


John Byrne & Company 








the decisions upon which you may base your brief 
or prepare your argument on any question relating 
to Federal Income and Estate Taxation. 
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ReadyNow: 1929 Supplement to 


Montgomery’s 1927 Income Tax Procedure 


—Have You Ordered Your Copy? 


HIS new 750-page SuppLeMEenT brings sharply down to 

date the information on determination of taxable 
income and preparation of returns which was contained in 
Mr. Montgomery’s 1927 book. It embodies everything that 
has happened in the past two years. 


It gives you the procedure under the 1928 law, including 
Mr. Montgomery’s personal comments and interpretations 
on the new 1929 Treasury Regulations; together with offi- 
cial rulings, Court and Tax Board decisions handed down 
since 1927. It is the up-to-the-minute expression of Mr. 
Montgomery’s counsel and recommendations as developed 
through twelve annual editions of his famous manual. 


No matter how well acquainted you have been with in- 
come tax matters, for 1929 work this SuppLement offers 


Incomparably the Quickest, Safest Way to 
Check Your Procedure and Post 


Yourself on Changes 


The new manual is so arranged that you do not have to read over 
material that :you already know. You simply thumb through the book 
and see what changes or amplifications have been made in your existing 
procedure. The information is tied right in with page references to 
related material in the present (1927) volume so that, if need arises, 
you can get directly on any desired point a trustworthy net answer 
which considers all income tax practice to date. 


For any question you are likely to have, the SUPPLEMENT provides 
plain, positive statements of rights and procedure, with specific sugges- 
tions by which to protect your position as needed. The price is $7.50— 
the very minimum outlay for the very maximum of help. 


If you already have Montgomery’s “1927 Income Tax Procedure,” or are 
thoroughly familiar with the tax situation as developed under successive 
laws, then you need nothing else but the SUPPLEMENT to prepare and 
safeguard the most complicated return. If you have not the 1927 book 
covering this procedure, we have still a limited number on hand—less 
than 300—which early purchasers may secure with the SUPPLEMENT at 
a special combination price of $12.50. 


Order Now for Prompt Delivery 


As has always been the case 
with Montgomery’s manuals in 
previous years, this 1929 SuppLe- 
MENT will be in heavy demand. 
Your letter or the order form at 
the right, mailed now, will insure 
delivery of your copy promptly, 
carriage charges prepaid. Need- 
less to say, your order carries 
with it the customary 5-day ex- 
amination privilege. 


15 East 26th Street 
New York, N. Y 
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‘‘No Other Tax Publication i wns 
a i PE divs coneseeteaneoce 
Replaces Montgomery’s FDS ED 


SEND THIS ORDER FORM TO 
The Ronald Press Company 


Send me postpaid as soon as issued, the 1929 Supplement to Mont- 
gomery’s 1927 Income Tax Procedure. Within five days after receiving 
the book, I will send you $7.50 in full payment. 
I want, I will return the book to you. 

[] Check here if you want also the volume of Montgomery’s 1927 In- 
come Tax Procedure, covering preparation of returns as established 
under previous laws, together with the 1929 Supplement, at the spe- 
cial combination price of $12.50. 
1927 book on hand—only early purchasers can be supplied.) 








The Personal Work of an 
Outstanding Authority 


The big characteristic of Mr. Montgomery’s manual 
is that he takes the responsibility of interpretation, 
considering the law and official rulings, and gives you, 
in one place, final expert opinion on the precise pro- 
cedure for 1929. 

The time and labor-saving advantages are obvi- 
ously impossible to over-estimate. Twelve annual 
editions have shown the manual to be just what is 
wanted. The total issue has reached the impressive 
figure of over 120,000 copies. 

Mr. Montgomery is eminently qualified for this 
work. For years he has made a special study of tax 
legislation. Today he stands as one of America’s very 
highest authorities. He is a Certified Public Ac- 
countant; Counsellor-at-Law; member of the firm of 
Lybrand, Ross Bros. & Montgomery; Editor of the 
Financial Handbook; Author of Auditing, and of In- 
come Tax Procedure, 1917-1929. 

His counsel as given in this publication combines 
the viewpoints of the lawyer and the accountant. 
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3748 [C. C. H.], 11 B. T. A. 201, reversed.—United States 
Circuit Court of Appeals, Third Circuit, in Augustus M. 
Saunders v. Commisstoner. No. 3887. October term, 1928. 

Transferees—Enjoinment of Collection of Taxes from.— 
Collection of tax assessed against a transferee under Sec. 
280, Act of 1926 may not be enjoined in view of Sec. 204, 
Act of 1928, in a suit pending when the Act of 1928 was 
passed.—United States District Court, W. D. Wisconsin, 
in Corl J. G. Felland v. Alonzo H. Wilkinson, Collector. No. 
80. G. Equity. 

Valuation of Property.—Courts have jurisdiction to review 
determinations of the Commissioner on the question of the 
value of property for purposes of taxation.—Court of Claims 
of the United States in John L. Mimnaugh, Jr., Executor, \ 
The United States. No. F-388. 

Waivers—Statute of Limitations——A waiver on assessment 
of taxes for the fiscal year 1919 executed after the expira- 
tion of the statutory period on assessment is not valid to ex- 
tend the period of assessment, the provisions of Section 278 
(c), Act of 1924, relating only to an agreement entered into 
prior to the expiration 7 the statutory period. B. T. A. 
Dec. 2650 [C. C. H.], 7 B. T. A. 800, reversed.—Court of 
Appeals of the District - Columbia in Joy Floral Company 
v. Commissioner of Internal Revenue. No. 4690. 

Comimissioner’s Mimeograph 3085 terminating all 1917 un- 
limited waivers on April 1, 1924, was held ineffective to the 
extent of precluding a taxpayer who had filed an unlimited 
waiver for 1917 on May 5, 1921, and a one-year waiver on 
May 21, 1925, from recovering on a claim for refund filed 
April 4, 1925, under the provisions of Sec. 284 (gz), Act of 
1926 (or Sec. 281 (e); Act of 1924, as amended in 1925), 
which provided in part for the extension of time for filing a 
claim for refund of 1917 taxes until April 1, 1926, where a 
waiver filed within five years from the time the 1917 return 
was due had been extended by the filing of a new waiver. 

Taxpayer was permitted to recover in a suit started Ieb- 
ruary 11, 1926, on the basis of the amount requested in a 
second claim for refund for 1917, filed April 4, 1925, and 
rejected July 31, 1925, which was based on the same 
grounds as a former rejected claim (filed July 25, 1918 and 
rejected June 7, 1921) but was for an enlarged amount to 
include an additional tax assessed subsequent to the rejec- 
tion of the first claim.—Court of Claims of the United States 















Significant Decisions of the Board of Tax 
Appeals 


Business Expenses.—The petitioner and others purchased 
property which was necessary to gain access to property 
which they owned and used as a place of business and 
immediately conveyed such purchased property to the city 
as a public thoroughfare. Held, that the amount so paid 
is not deductible as an ordinary and necessary expense of 
the business of the year when paid or as a loss.—Mary 
Haller v. Commissioner, Dec. 4623 [C. C. H.], Docket Nos. 
14063, 25751. 


Corporation Income.—In 1906, the petitioner acquired all 
the assets of another corporation and as part payment there- 
for assumed the vendor corporation’s indebtedness other 
than its bonded debt. In-the taxable year petitioner ac- 
quired at less than par and incinerated the remaining out- 
standing bonds of the vendor corporation. Held, that it 
derived no taxable income from such transaction.—American 
Seating Co..v. Commissioner, Dec. 4601 [C. C. H.], Docket 
14676. Sternhagen and Murdock dissented from the deci- 
sion on this issue. 


Corporation Reorganizations—Tax Liability—Pursuant 
to agreements entered into by the principal stockholder of 
a corporation, having control of all the stock, with the 
corporation and with investment bankers, a new corporation 
was organized; the old corporation sold its property and 
assets to the new corporation for cash and distributed the 
cash to its stockholders pro rata; the principal stockholder, 
for himself and other stockholders, pro rata, purchased from 
the new company common and preferred stock for cash and 
sold the preferred stock at a discount to the bankers for 
cash; the bankers purchased from the new company com- 
mon stock for cash and resold the same in the market. 
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in The Minnesota. Mutual Life Insurance Company v. United 
States. No. F-651. 


Waiver of collection of additional tax for 1917, assessed 
in 1920, executed in 1925 after statute of limitations had ex- 
pired was void for want of consideration running to the tax- 
payer. The. waiver provided for extension of the six-year 
period for collection after assessment under Sec. 278 (d), 
Act of 1924, although collection was barred when such Act 
was passed. 

Taxpayer was entitled to a return of securities deposited 
to secure a bond given to Collector where bond was de- 
pendent upon the outcome of the case of Bowers v. N. Y. & 
Albany Co.—United States District Court, E. D., New York, 
in James A. Walsh v. Warren G. Price, Collector. November 


20, 1928. 


Waivers of assessment and collection of additional taxes 
of a corporation for 1917 and 1918 were signed by the sec- 
retary-treasurer of the corporation who signed the income 
tax returns of the corporation for such years without any 
specific authorization from the corporation, after an applica- 
tion had been made for a receiver but before the appoint- 
ment of the receiver. Held: (a) the waiver for 1917, ex- 
ecuted after the expiration of the statutory period on assess- 
ment, is invalid to extend the period of limitation, since the 
secretary-treasurer of a corporation does not have authority 
to revive a claim once barred by the statute without express 
authority from the corporation, and the Government is 
chargeable with notice of the limitation of his powers, and 
(b) the waiver for 1918 taxes, executed prior to the expira- 
tion of the statutory period, is binding upon the corporation 
and the receiver, since the signing of such a waiver by the 
secretary-treasurer is within the apparent scope of his au- 
thority and the Government has the right to rely and act 
upon such waiver. 

A verified claim filed with the receiver within the period 
of limitations stating the amount of taxes due for each year 
constituted the commencement of proceedings by the Gov- 
ernment for the collection of taxes; even though a subse- 
quent court order required an amplification thereof.—United 
States District Court, No. Dist., New York, in Reginald 
Hammond v. Carthage Sulphite Pulp & Paper Company; 
United States Mortgage & Trust Company v. Carthage Sulphite 
Pulp & Paper Company. 





Held: The transaction was not an exchange of stock in the 
old corporation for cash and stock in the new corporation; 
it was not an exchange of property for other property with- 


in the meaning of section 202(b) of the Revenue Act of 
1918. 


The purchase by the old stockholders of stock in the new 
corporation, however advantageous, resulted in no taxable 


income to the stockholders. The fact that the purchase was 
incidental to a plan of reorganization of the old corporation 
does not render the transaction taxable as an exchange. 
[Phillips and Arundell dissent.]—William H. Mullins v. 
Commissioner, Dec. No. 4617 [C. C. H.], Docket No. 13917. 
Exemption—Head of Family.—The fact that a single man 
maintains a home in which his sister lives and keeps house 
for him does not make the man the head of a family and 
thus entitled to the exemption of $2,000 provided by Section 
216 (c) of the Revenue Act of 1918.—W. E. Massey v. Com- 
missioner, Dec. 4614 [C. C. H.], Docket No. 16078. 


Final Determinations of Tax Liability—Definition.—The 
tax liability for a previous year as determined by the Board in 
an earlier proceeding under the Revenue Act of 1924 is, 
until set aside by a proceeding in court, the correct amount 
to be used in determining invested capital for the year in 
question.—American Seating Co. v. Commissioner, Dec. 4601 
[C. C. H.], Docket 14676. 

Invested Capital—Unrealized gross profits upon install- 
ment sales of a corporation reporting on the installment 
basis should not be included in invested capital. Blwm’s, 
Iitc., Dec. 2633, 7 B. T. A. 737, followed.—Green Furniture 


Company v. Commissioner, Dec. 4625 [C. C. H.], Docket No. 
14895. 


Where corporations are affiliated, whether on the basis 
of the ownership or control of stock of one or more cor- 
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porations by another corporation, or on the basis of ownership 
or control of the stock of two or more corporations by the 
same interests, or where a combination of the two classes 
of affiliation is involved, the limitation prescribed by the 
Revenue Acts of 1917, 1918 and 1921, as to the amount of 
intangibles acquired for stock which may be included in 
invested capital, is measured by the total outstanding capital 
stock of the affiliated group, after eliminating intercompany 
holdings. [Gould Coupler Co., Dec. 1911, 5 B. T. A. 499 con- 
trolling.J—John Morrell & Co., (a Maine Corporation), John 
Morrell & Co., (a Delaware corporation), Kittery Realty Co., 
Yorkshire Creamery Co., Ottumwa Serum Co. v. Commissioner. 
—Dec. 4634 [C. C. H.], Docket Nos. 15114, 34274. 


Net Income.—lIn the absence of records from which tax- 
able income could be computed, a percentage method of 
determining net income (12 per cent of gross receipts) was 
approved.—Moses P. Ginsburg v. Commissioner, Dec. 4597 
(C. C. H.], Dockets Nos. 12222, 14496. 

The opinion [{Siefkin] says: “While we recognize the 
injustices that may spring from determining taxable income 
by a percentage method, we must also recognize respond- 
ent’s duty to determine the tax due, and, in the absence of 
information providing the basis for a different method, we 
must approve the determination made.” 


Partnerships—Distributions to Estate of Deceased Part- 
ner.—A partnership was formed under an agreement which 
provided, among other things, that upon the death of any 
one of the partners there should be paid to his estate for a 
period of years the share of partnership earnings to which 
the deceased partner would have been otherwise entitled, 
and that upon the completion of such payments the business 
should become the sole property of the surviving partners. 
Held, that the partnership agreement provided for the sale 
of the interest of a deceased partner to the surviving part- 
ners; held, further, that thete should be included in the net 
income of each surviving partner his distributive share of all 
amounts paid, in accordance with the terms of the partner- 
ship agreement, to the estate of a deceased partner. [Trus- 
sell dissented from this decision.]|—Wullard C. Hill v. Com- 
misstoner; William H. Plummer v.. Commissioner, Dec. 4640 
[C. C. H.], Docket Nos. 12516, 12517. 


Partnership Interest Held in Trust—Distribution of In- 
come—Beneficial Interest.—Petitioner, the son of the senior 
partner in a firm, entered into a written agreement with his 
father that, in case he succeeded the latter in the firm, he 
would hold the partnership interest for the latter and his 
estate. Upon the death of the father, intestate and leaving 
petitioner and two others as his only heirs, petitioner carried 
on the business holding his father’s interest in his own name 
and received the profits distributable to such interest and 
paid each month a fixed proportion of them to the other 
two heirs. Held, that the partnership interest was held by 
petitioner in trust and profits received by him and paid over 
to other heirs, representing the income upon their shares of 
such partnership interest, are not to be included in peti- 
tioner’s taxable income.—Stephen J. Hallahan v. Commis- 
sioner; Arthur K. Pope v. Commissioner; Francis S. Snow v. 
Commissioner; Holten B. Perkins v. Commissioner, Dec. 4641 
[C. C. H.], Docket Nos. 6848, 6849, 6850, 6851. 


Trussell, dissenting, disagreed with that portion of the 
majority opinion and decision holding that the percentages 
of net profits actually distributed to the estates of two of 
the deceased partners must be treated for the purposes of 
the enforcement of income-tax liabilities as partnership 
profits distributable to a surviving partner, and Mr. Trussell 
also is in disagreement with the determination of the re- 
spondent holding that these same percentages of profits 
should have been treated as partnership profits distributable 
to the four petitioners herein in the proportions set forth in 
the respondent’s deficiency notices. Siefkin concurred in 
this dissent. 


Returns—Amendment of Joint Returns.—Where no re- 
turns were filed by petitioner and his wife, residents of 
Texas, for 1923 or 1924, but joint returns were filed on their 
behalf by the Commissioner under the authority of Section 
3176, Revised Statutes, petitioner may not now return his 
income and have his tax computed for these years on a 
separate basis —Joe Goldberg v. Commissioner, Dec. 4621 
IC. C. H.], Docket No. 13115. In a dissenting opinion Mr. 
Love contends “that in the event it be held that petitioner 
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has an inherent legal right to make separate return if he so 
elects, then that right remains unimpaired. To render a 
decision against him on the ground that the Commissioner 
(his antagonist in this tax matter) made an election for him, 
I believe is contrary to the law of the case. 

“He is entitled to have his case decided on its merits— 
that is, whether or not he has a right to make separate 
return of his part of the community income for years sub- 
sequent to 1926 as well as prior thereto, regardless of 
whether he files such return in due time or is delinquent.” 

Statute of Limitations—The taxpayer filed a return for 
the fiscal year ending March 31, 1921, on June 15, 1921. The 
Revenue Act of 1921 was approved on November 23, 1921, 
and thereafter the taxpayer filed another return for the 
above period, which because of the elimination of an exemp- 
tion previously claimed but not allowed under the new Act, 
showed a larger tax due than was shown on the earlier re- 
turn. The Board upheld the contention of the Commis- 
sioner that the four-year period of limitation did not start to 
operate from the filing of the first return.—The Hutchinson 
Company v. Commissioner, Dec. 4606 [C. C. H.], Docket No. 
13508. 


A return filed by the executors and trustees of an estate 
is not the return of the beneficiary thereof for the purposes 
of the statute of limitations, although such beneficiary is 
entitled to receive the net profits of the business conducted 
by the estate—Mary Haller v. Commissioner, Dec. 4623 [C. 
C. H.], Docket Nos. 14063, 25751. 


Petitioner’s returns for the fiscal years ended June 30, 
1920, and June 30, 1921, were filed on September 15, 1920, 
and September 15, 1921, respectively. The tax as computed 
and reported by the petitioner on the returns for 1920 and 
1921 was assessed on November 8, 1920, and November 10 
1921, respectively. With the exception of the last quarterly 
installment for each year, the tax was paid within the time 
provided by law. The respondent determined that the peti- 
tioner’s tax liability for each year was in excess of the 
amounts reported on the returns and previously assessed 
and mailed notices of the*deficiencies to the petitioner. The 
petitioner appealed to the Board and in an amended peti- 
tion alleged that collection of the unpaid quarterly install- 
ments of the tax was barred by expiration of the period of 
limitations. Held, that the Board has jurisdiction to deter- 
mine whether collection of the unpaid installments of tax is 
barred.—Peerless Woolen Mills, Dec. 4486, 13 B. T. A. 1119. 


Under Section 277 (d) of the Revenue Acts of 1924 and 
1926 the respondent had six years from the time of assess- 
ment within which to make collection of the unpaid install- 
ments of 1920 and 1921 tax—Art Metal Works, Dec. 3164, 9 
B. T. A. 491. 

As these appeals were pending before the Board on Feb- 
ruary 26, 1926, the date of the enactment of the Revenue 
Act of 1926 and as the 6-year period for collection had not 
expired on that date, the running of the period of limitations 
for collection has been suspended since that date and col- 
lection is not barred.—Troy Motor Sales Company v. Com- 
missioner, Dec. No. 4631 [C. C. H.], Docket Nos. 9345, 11678. 

Testamentary Income—Tax Liability—The will of the 
decedent provided that his executors should continue his 
business, “the net profits thereof to be paid to my wife for 
the support of herself and my children during her natural 
life.” Held, that under the laws of Pennsylvania, the widow 
was entitled to receive the net profits of the business. Such 
profits are taxable as her income whether distributed or not. 
—Mary Haller v. Commissioner, Dec. 4623 [C. C. H.], Docket 
Nos. 14063, 25751. 


Rulings of the Bureau of Internal Revenue 


Accrued Liabilities—Lumber Companies.—Lumber com- 
panies which keep their accounts and render their returns 
on an accrual basis should be permitted to deduct as an 
accrued liability for the year in which shipments are made 
the amount of the freight charges thereon, where such 
charges are determined in accordance with the approved 
practice of lumber manufacturers, subject to proper adjust- 
ments being made when the actual freight charges are 
finally ascertained —G. C. M. 5265: VII-49-4018. 
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Assessment of Taxes—Waivers—Act of 1921.—Where : 
waiver was filed by a partnership consenting to assessment 
and collection of taxes due under a return for a fiscal year 
ended in 1918, the waiver is one for the taxable year 1918 
and is not subject to the provisions of Mimeograph 3085 
(C. B. II-1, 174), which relates only to waivers for the tax- 
able year 1917.—G. C. M. 5362: VII-51-4036. 


Banks—Exemptions from Tax.—A mutual savings bank 
organized under the laws of a foreign state may be entitled 
to exemption under the provisions of the various Revenue 
Acts exempting mutual savings banks.—G. C. M. 4729:VII- 
50-4028. 

Fiduciary Returns—Acts of 1924 and 1926.—The trustees 
under a will were required to pay the net income from the 
trust estate to a life beneficiary. A corporation was organ- 
ized for convenience in handling the trust property, and its 
stock was issued in exchange for the securities constituting 
the corpus of the trust. The trustees continued to act as 
trustees, the corporation not being substituted as trustee. 


Held, the corporation should file regular corporation re- 
turns; and the trust should file returns showing the amount 
distributable to the beneficiary if there is income sufficient 
in amount to require the filing of a return.—G. C. M. 4421: 
VII-51-4035. 

Installment Notes Received by a Decedent—Basis for De- 
termining Gain or Loss After Distribution by Estate—Act 
of 1918 and Subsequent Acts.—Basis for determining gain 
or loss in the case of installment notes originally received by 
a decedent and collected by the estate of the decedent or by 
his next of kin after the distribution of the notes to them by 
the estate. In view of Treasury Decision 4177 (Bulletin 
VII-29, 3), I. T. 2206 (C. B. IV-2, 63) and Solicitor’s Mem- 
orandum 3256 (C. B. IV-1, 186) must be regarded as over- 
ruled.—G. C. M. 5060: VII-48-4013. 


Stock Acquired by Will—Basis for Determining Gain or 
Loss.—Where stock was acquired by will other than by 
specific bequest, the basis thereof as of January 1, 1928, for 
the purpose of computing gain or loss was the fair market 
value (with proper adjustment on account of stock rights 
issued prior to 1928) of the stock as of the date of its dis- 
tribution to the trustee named in the will. This adjusted 
fair market value of the stock as of the date of its distribu- 
tion is the basis to be apportioned between the stock and 
the stock rights received in 1928 for the purpose of deter- 
mining the basis on which to compute the gain or loss re- 
sulting from the sale of the stock rights in 1928.—I. T. 
2441: VII-50-4029. 

“Wash Sales” of Stock—Adjustments for Losses.—In the 
case of “wash sales” of stock, the deduction of any loss sus- 
tained is to be postponed until the stock is disposed of and 
not repurchased within the prescribed period of time, and it 
is immaterial whether the adjustment of basis be made on 
the original basis or on the repurchase price. 


The two-year period provided by Section 208 of the Reve- 
nue Act of 1926 runs from the date of the repurchase, in the 
case of “wash sales,” and not from the date of the original 
purchase—(G. C. M. 1210, C. B. VI-2, 60, amplified.) — 
I. T. 2443: VII-50-4031. 





Income Tax Liability of Unincorporated 
Mutual Savings Banks 


(Continued from page 11) 


tual savings banks not having capital stock represented 
by shares there was no intention on the part of Con- 
gress to make a discrimination against banking com- 
panies established for banking purposes under private 
agreement and in favor of banking companies acting 
under special acts of incorporation, or organized under 
some general statute of a state by subjecting the for- 
mer only to tax. The end being to encourage thrift 
through mutual enterprises, such a discrimination 
would not be consonant with that end, but tend to 
partially defeat it. 
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Plainly, then, the expression ‘‘mutual savings bank” 
was used in its most comprehensive sense, as signify- 
ing any association of persons without capital stock 
engaged in the business of savings banking in which 
all the profits inured to depositors, whether constituted 
under a private agreement-or formed under some spe- 
cial or general act of the State. In the absence of 
legislative restrictions, banking may be carried on in 
the States by individuals, partnerships, and associations 
in all its various departments of receiving deposits, dis- 
counting paper, issuing notes, etc.; and if a State by 
interposing no restrictions tacitly permits savings bank 
functions to be exercised by a partnership or unincor- 
porated company, it is the same in legal contemplation 
as if the partnership or company were expressly au- 
thorized thereunto by positive law. Such association 
is as appropriately called a ‘mutual savings bank” as 
an association of individuals incorporated for similar 
objects under a special or general statute of the State. 

The exemption may be limited to incorporated, regu- 
lated institutions in those states whose statutes provide 
for the incorporation and regulation of mutual savings 
banks without defeating the purpose of Congress. 
Where the state has seen fit in the interests of public 
policy to take such institutions under its wings Con- 
gressional purpose may be properly molded to fit. 
Solicitor’s Memorandums 1697 and 2268 dealt with 
organizations in such states, and, while the reasons 
upon which they are based cannot be supported, yet 
if their application is limited to such states, no great 
injustice is done. 

A different situation exists in those states where 
there is no statutory provision authorizing the incor- 
poration and regulation of mutual savings banks but 
whose laws permit the organization of voluntary mu- 
tual savings associations performing the same func- 
tions. There such a limitation cannot be imposed by 
the Commissioner of Internal Revenue without flying 
directly into the face of Congressional purpose. It 
would perhaps be competent for the exemption to be 
limited to cases where it is found that the savings 
deposited are administered in substantial accord with 
the dictates of provident investment for the reason 
that Congress did not intend to encourage speculation 
but undertook to promote the safety and security of 
investment of small sums. Savings banks investments 
are regulated by statute in many states, and institu- 
tions which depart far from the usual requirements 
for savings bank investments can hardly be said to 
comply with the meaning or purpose of savings banks 
as described in statutes and in court decisions.’ 


15See Huntington v. National Savings Bank, 96 U. 8S. 388 
24 L. ed. 777, and other decisions cited, supra. 


The Income Tax in Japan 
(Continued from page 13) 


The Business Tax 


This tax, which has been in force since 1896, was 
radically revised in 1926. 

The lines of business to which this tax applies are 
enumerated as follows: Sale of goods, banking, mutual 
loan societies, money lending, renting of goods, manu- 
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facturing, transportation, warehousing, contracting, 
printing, publishing, photographing, renting assembly, 
rooms, hotels and boarding houses, restaurants, com- 
mission business and commercial corporations. 

Among the exemptions are manufacturing, repairing 
and sale of seals, weights and measures, the sale of 
minerals mined by the seller himself, theatrical per- 
formances and fisheries when managed by a corpora- 
tion, and manufacture or sale of the products of agri- 
culture, breeding of live sotck, etc., unless the sale 
or manufacture is carried on in a place especially pre- 
pared for the purpose. 

Individuals having an annual net profit of less than 
$200. are not subject to the business tax, but corpora- 
tions do not share this exemption. The tax is assessed 
on net profits. The rate for corporations is 3.6 per 
cent and for individuals 2.6 per cent. While this tax 
is additional and supplementary to the’ income tax, 
being in the nature of a surtax, it does not conflict 
with other taxes as there is a provision in the case of 
corporations, that amounts paid for land tax or capital 
interest tax may be deducted from the business tax. 
The same deduction is allowed to individuals with the 
limitation that only the land tax paid on land used in 
the business may be deducted. 

The estimated yield of this tax in the period 1926-27 
was $29,738,800. 


The Inheritance Tax 


This tax, which was introduced in 1905, contains 
some novel features and is in force only in certain 
portions of the Kingdom. The districts which suffered 








Bankruptcy Service 


AMERICAN BANKRUPTCY REVIEW | 
The Only Magazine On Bankruptcy 
Published monthly—$5.00 a year 


FACTS ABOUT BANKRUPTCY 
An Encyclopedia of bankruptcy information 
BY MAX ISAAC 
Formerly Referee in Bankruptcy, Southern District 
of Georgia, Now Editor AMERICAN BANKRUPTCY 
REVIEW 
Clothbound—348 pages—$5.00 


DIRECTORY OF FEDERAL 
PRACTITIONERS 
Only list of lawyers specializing in Federal practice. 
Published monthly in the AMERICAN BANKRUPTCY 
REVIEW. Representation open in some 
localities. 
Full information on request 


DIRECTORY OF LAWYERS 
Specially equipped to handle bankruptcy matters. 
Published annually in FACTS ABOUT 
BANKRUPTCY 





Listing $5.00 
BANKRUPTCY BRIEFING BUREAU 


Briefs on questions of bankruptcy law and Federal 
practice furnished at reasonable rates 


American Bankruptcy Review, Inc. 
11 West 42nd Street NEW YORK | 


THE NATIONAL INCOME TAX MAGAZINE 





39 


BE PREPARED 
for That Case on Appeal 


GS 


A comprehensive brief of the law of 

the question involved, or an exhaustive 

citation of cases in point, may be the 

deciding factor in your success before 
the Appellate Court. 


MAY WE AID YOUP 


(Correspondence Invited) 


Legal Research, Inc. 


National Press Building 
WASHINGTON, D. C. 


INDEX DIGEST 


BOARD OF TAX APPEALS 
DECISIONS 


3,500 of them—Ten volumes of official reports 
consolidated in one. Each decision digested in 
five to a dozen places. 

The Board purchased seventy-five copies, the 
Treasury Department two hundred and ten. 
Every Revenue Agent in charge and Collector 
has been furnished a copy—bought and paid for. 


Simple, Concise and Thorough 


Kept up to date by cumulative supplements 
containing all Internal Revenue Rulings, and 
Court as well as Board Decisions. 


MAIL COUPON TODAY 


Legal Publishing Society, Inc., 

Earle Building, 

Washington, D. C. 
Please enter our order for the Index Digest at $15.00. 
(Can be purchased separately.) 


Cumulative Supplements for one year, $20.00. 











40 THE NATIONAL INCOME TAX MAGAZINE 


from the great earthquake are exempted from its op- 
eration. It applies to all real or personal property or 
rights in said property situated in the taxing district 
irrespective of whether the beneficiary is a Japanese 
subject or a foreigner. 


The exemptions at the foot of the scale are $2500. 
in the case of the head of a family and $500. in any 
case, but when these amounts are exceeded the whole 
estate is taxed. There is a general exemption from 
the tax in favor of officers and privates of the army 
and navy who die in battle or from wounds or sickness 
incurred in battle. In order to avoid the possibility of 
the too frequent repetition of the tax there is a provi- 
sion that when a succession occurs within five years 
as to property which has paid the tax, the amount of 
tax previously paid is remitted. If the succession 
occurs within seven years one-half of the tax previously 
paid is abated. 


Gifts to relatives of more than $500. are treated as 
legacies regardless of when made. A recent amend- 
ment to the law provides that when the creator of a 
trust designates the beneficiary, the right thus given 
shall be deemed to have been bequeathed at the time 
of such transfer and shall be subject to the inheritance 
tax. If the beneficiary is not or was not in being at 
the time the trust is created a direct descendant of the 
creator of the trust may be considered the beneficiary 
and the trustee and administrator. In any case the 
right to receive the benefit from a trust may be ap- 
praised by the Government in its discretion. 


| The rate of taxation varies in the case of the head 
of a family from one-half of one per cent to sixteen 
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per cent and in other cases from 1 per cent to 21 per 
cent, according to the amount of property and the 
relationship. 

The yield of the tax for 1926-27 is estimated at 
$7,754,465. 


The Capital Interest Tax 


This is an entirely new tax and is something of an 
experiment. The theory upon which it is based is that 
unearned income should be taxed at a higher rate than 
earned income. Instead of exempting a certain amount 
of the income derived from personal services as is 
done in the United States, a special supplementary 
tax is levied upon the income from investments. The 
bases of assessment are classified as follows: 

Class A comprises interest on corporate bonds, in- 
cluding the Japanese Central Bank for Cooperative 
Societies, or on bank deposits generally, or from trust 
funds invested by a trust company. 

Class B. Interest on personal loans or deposits re- 
ceived by individuals liable to income tax. 

Corporate income is exempted from the tax as also 
the interest on Reconstruction Savings Bonds. 

The rate of tax is 2 per cent and the time of payment 
in case of receipts under Class A above is at the time 
the interest is received while in respect to Class B it is 
semi-annual. 

The estimated yield of the Capital Interest Tax for 
1926-27 was $6,768,483. 

Taken as a whole, the Japanese system of income 
taxation has many excellent features and compares 
favorably with the systems adopted in this and other 
countries. 
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